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ANNEX 1: MATRIX OF DEFICIENCIES AND PROPOSED RECOMMENDATIONS

Table 1: Summary of Financial Sector Deficiencies & Vulnerabilities

Financial Area

Deficiencies & Vulnerabilities

Market Segment Most
Impacted by Deficiency

Causes for Deficiencies

Organizations Currently Addressing
Deficiencies or Best Suited to Do So

1

markets)

Financial

(see Annex 3 for a full discussion of banking issues, Annex 7 for h

System

Composition

& Structure

ousing finance, Annex 8 for insurance, Annex 9 for pension, and Annex 10 for securities

General

Lack of financial services
diversification and depth; banks
are small, yet account for 90% of
financial services; small size
results in low after-tax earnings
(<$1 million per bank in 2004;
<$15,000 per active insurance
company in 2003)

All financial institutions and
the economy at large, since
banks are also small;
insurance is very small,
capital markets virtually non-
existent, and non-banks
microscopic.

Lack of confidence in financial institutions,
major lack of confidence in government
institutions, fears of arbitrary tax garnishing
of accounts, and low levels of savings and
investment

IMF best suited for macroeconomic
issues, World Bank for coordination on
structural issues, CBA, USAID and IMF
on banking supervision issues, MoFE,
World Bank and USAID on insurance
issues, KfW on deposit insurance
issues; Kf\W has been most active with
banks in terms of lending (GAF), and
IFC in terms of leasing

Banks

Small financial measures reflect
low levels of activity and market
penetration; bank assets-to-GDP
<25% (2004); average bank
assets <$40 million (2004), loans
about $15 million per bank
(2004), deposits <$25 million per
bank (2004), and capital <$7
million per bank

Small banks increasingly
finding it harder to compete;
HSBC dominates deposit
mobilization, making it
difficult for others to generate
needed funding

Lack of experience with market-based
banking, weak legal traditions re loan
recovery, inadequate information, risk
aversion during a period of tightened
supervision from CBA, easy profits from
low-risk securities in recent years while
interest rates were high (DRAM), and
unwillingness to lend due to perceived
project and firm risk in an unstable
environment

CBA, IMF, World Bank and USAID
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Small scale of operations has
limited earnings opportunities

Banks in general apart from

HSBC and a few others that

are generating earnings from
relatively low-risk operations
(Anelik)

Most banks are spin-offs from the earlier
Goshank system, or are relatively new
banks; with stabilization in the last few
years, banks’ lending opportunities have
been subject to exposure limits; weak
earnings have also limited the amount of
investment banks can make in their
operations to increase efficiency and
generate more scale; most of the market
(real sector) is small, either households or
very small businesses

CBA, IMF, World Bank and USAID

Foreign investment from major
banks has been limited to HSBC;
while nine Armenian banks have
foreign capital, only HSBC is
considered a prime-rated bank

System generally shows a
lower level of development in
terms of products and
services due to the limited
amount of major foreign
investment, reducing
effective competition

The small market, limited purchasing power
of most people, traditional cash orientation
of transactions, political risk and corruption
all reduce the incentive for investment

CBA, KfW (link to Pro-Credit or other
possible bank investment), IFC and/or
EBRD and/or Shorebank and/or others
(on the condition they have a good
strategic partner to manage operations
and/or provide board oversight)

Insurance

Companies are small in assets
and capital ($3.2 million at year-
end 2003, or less than $170,000
per active company), show little
in the way of premium revenues
and earnings;

Virtually all insurance
companies; only a few are
expected to be able to
operate competitively with
the new legal and regulatory
regime

There is no mandatory insurance, even for
third party motor vehicle, resulting in lagging
indicators and size relative to international
norms

MoFE, World Bank and potentially
USAID and/or EU

Absence of major foreign
investment in the insurance
market (although high level of
reinsurance) results in low levels
of competition

All insurance companies
show little in product array,
service levels

Unattractiveness and political risk of the
market has stifled foreign investment;
inability of domestic insurers financially to
handle potential claims in the event policy
terms have to be honored has triggered
major reliance on reinsurance

MoFE, World Bank and potentially
USAID and/or EU
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Capital markets do not have
institutional investors, and
retirees in general are
vulnerable to misuse of
collected funds

Absence of professional
management, and no audit or
public oversight of the first pillar

Pension Funds

Concerns about fiscal transition in the event
first pillar resource flows are diluted

IMF and World Bank; local counterpart
to be defined

Pensioners and capital

Absence of institutional investors
markets

Fiscal worries (see above), small market,
political risk, lack of regulation, political
opposition, etc.

World Bank and USAID; Securities
Commission and other local
counterparts to be defined

No real activity or debt/equity
instruments apart from
government securities despite
infrastructure being in place

Large-scale enterprises,
some medium-sized
enterprises, some banks

Securities
Markets

Closely-held management of companies,
lack of IAS/IFRS tradition,
inability/unwillingness to meet disclosure
requirements, weak financial condition

Securities Commission and USAID

Small government securities

Institutional investors
market

Limited flotation to date by GoA, limited
volume of securities with maturities >1 year,
absence of yield curve, no real capacity at
municipal levels for bonds

Securities Commission and USAID

Banks as source of
borrowers ready to
“graduate” from micro-
finance plus MFlIs/others as
potential clients for
refinancing facilities

Non-bank credit

o Small in assets and capital
organizations

Non-bank credit organizations are generally
small or nascent; leasing just beginning,
formal housing finance just taking off

CBA, USAID, EU-Tacis, NGOs

2 Financial

Annex 11 for overall legal issues)

Sector

Infrastructure

(see Annex 4 for a full discussion of banking issues, Annex 7 for housing finance, Annex 8 for insurance, Annex 9 for pension, Annex 10 for securities, and

Unreliable court system raises
risks regarding creditors’ rights
and the rights of minority
shareholders

General Legal

and Judicial Lenders and investors

Absence of training in commercial law and
role of the courts in enforcing contracts
under market-based terms

Ministry of Justice, World Bank and
USAID
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Market Segment Most Organizations Currently Addressing

Impacted by Deficiency

Causes for Deficiencies

Deficiencies or Best Suited to Do So

Collateral enforcement weak

Banks are more risk-averse
with lending

Absence of a unified and digitally accessible
registry for moveable and immoveable
items, and title issues related to the
ownership of property

State Cadastre and USAID

Judicial capacity inadequate

Lending and investment in
general, therefore economy
as a whole

Orientation and experience not market-
based (at least until very recently),
insufficient capacity and support in the
system (information systems, management
and administrative training), time required to
adapt to new legislation

Ministry of Justice, World Bank and
USAID

Alternative dispute resolution
and arbitration underdeveloped

Economic Courts
backlogged, slowing
commercial dispute
resolution and adding to
perception of risk

Relatively new and underdeveloped,
although reported to be working in some
cases

Ministry of Justice and World Bank

Regulation and
Supervision

Risk-based techniques new to
Armenia, with most banks still
operating on a rules-based
approach

Regulated institutions
operate on a rules-based
approach, sometimes
constraining willingness of
inclination to assume risk

Natural evolution during stabilization period,
particularly as non-banks underdeveloped

CBA, IMF, USAID and (potentially) BIS

Supervision not consolidated

General economy due to
underdevelopment of the
system and limited risk-taking

Underdevelopment in non-bank financial
services

CBA, MoFE, Securities Commission,
IMF, USAID and (potentially) BIS as
well as other local counterparts to be
defined

Mandate for supervision
challenged by debtors and
bankers with strong political
connections (although
supervisors’ mandate has been
strengthened in recent years)

Weaker mandate has added
to risks and costs

Legal environment not always supportive or
risk-takers’ contractual rights or borrowers’
contractual responsibilities

CBA, Ministry of Justice, IMF, USAID
and (potentially) BIS
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Partial compliance at best (or
non-compliance) with some key
Basel Core Principles in banking
supervision, namely governance
and consolidated
accounting/supervision

Pervasive problem in
economy; weak governance
reflects small institutions and
underdeveloped systems
relative to potential risk-
taking

Traditional management and board
structures inconsistent with recommended
standards of governance; accounting
profession underdeveloped, and use for
management purposes not actively
supported or appreciated due to
disincentives in the system (re tax
avoidance, etc.); absence of legislation on
consolidated (parent/holding) companies
permits fragmentation and adds to
difficulties

CBA, IMF, USAID and (potentially) BIS
and other local counterparts (MoFE,
Securities Commission, etc.)

Securities and insurance
regulators have had little market
experience

Has stifled NBF
development

Real sector avoids needed financial
disclosure for market purposes; absence of
liquid investors in market; insurance sector
regulator (MoFE Insurance Inspectorate)
under-budgeted, under-equipped/staffed,
and inexperienced re new regulations

MoFE, Securities Commission, World
Bank (insurance) and USAID
(securities markets)

No structure or program in place
for pension reform, including
regulation and supervision

Has stifled institutional
investor development and
capital markets development

Government unwillingness to move ahead
with anything bolder than administrative
improvements to the first pillar

World Bank and USAID; local
counterparts to be defined

Low levels of usage relative to
number and volume of

Audit

legalistic/government-directed
approach to professional
development

management capacity, weak
internal audit, poor levels of
transparency and disclosure

domestic capacity and undermined general
policy commitment to international
standards

Payment . ) Most transactions occur Tax evasion, concerns about disclosure that

transactions as a whole; small . . - CBA and IMF
System . outside the formal system could trigger garnishing

(low) value payments relatively

new and underutilized

Presence of only two . Small market and political risk result in low

) . . . Economy as a whole is . : :

international firms, limited level of involvement of major accounting

Lo ional adversely affected due to firms: | fail

Accounting and capacity in international poor governance, absence of irms; MoFE control and failure to move toa '

standards, and ' standards-based approach has stifled USAID (with AAAA)
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Deficiencies & Vulnerabilities

Market Segment Most
Impacted by Deficiency

Causes for Deficiencies

Organizations Currently Addressing
Deficiencies or Best Suited to Do So

Credit
Information

CBA registry mainly for
supervisory use, and ACRA
facing major challenges
compiling information for
comprehensive credit bureau

Economy as a whole as
absence of reliable
information makes credit risk
evaluation more difficult,
stifling lending and
investment and adding to the
risk premium

Traditional aversion to information
disclosure makes this a challenge from the
start; banks are reluctant to freely provide
ACRA with internal information on
prospective/existing borrowers, and then
have to pay for services

CBA, World Bank, USAID

Associations

Bankers and insurance
associations are playing role in
evolving legal and regulatory
framework, but do not appear to
serve as clearinghouse for
industry data/trends, market
information, or professional
development needs

Underdevelopment of
financial services, including
product and service
development

Financial institutions are small, fragmented,
and not used to collaborating on initiatives
of joint interest for market development

USAID and (potentially) European
Union with bankers, insurance, realty
and appraisal associations.

Existing legislation (joint stock

adequacy.

companies.

Banking company law) does not Stifles investment into CBA focus on adherence to fiduciary MoJ, CBA, IMF, World Bank, USAID
Legislation recognize the principle of limited | banking. responsibilities of bank owners/managers. | and (potentially) BIS.

liability.

Foreign bank branches not Adds d|S|nc¢nt|ve o . CBA concerns about lead supervisory MoJ, CBA, IMF, World Bank, USAID

: " . investment into banking A .

permitted to mobilize deposits. sector responsibility. and (potentially) BIS.

Flawed definition of statutory Oversight in drafting due to inexperience
Insu_ran(_:e capital in defining capital Insurance with solvency provisions of insurance Mod, M.OFE‘ World Bank and
Legislation (potentially) IAIS.
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Unnecessary restrictions on
foreign investment

Stifles investment into
insurance sector and market
development as a whole

The Law on Insurance prohibits insurance
organizations with at least 49 percent
foreign investment (shares in their statutory
capital) to sell life insurance, mandatory
insurance, mandatory state insurance, or
insurance for the “property interests” of
state and local organizations in Armenia.
Selling foreign insurance through a local
insurer, agent or intermediary is also
prohibited.

MoJ, MoFE, World Bank and
(potentially) IAIS.

The marketing and selling of
insurance products through
independent agents is
prohibited.

Greatly reduces the use of
insurance products because
insurance companies are not
likely to employ the required
workforce.

Oversight in drafting due to inexperience
with market development of insurance
industry.

MoJ, MoFE, World Bank and
(potentially) IAIS.

No clear specification of the
insurance supervisor's
responsibilities and objectives.

Stifles investment into
insurance sector and market
development as a whole

Oversight in drafting due to inexperience
with regulation and supervision of insurance
industry.

MoJ, MoFE, World Bank and
(potentially) IAIS.

The absence of protocols for the
insurance supervisor to work
closely and exchange
information with other domestic
and foreign financial supervisors.

Stifles investment into
insurance sector and market
development as a whole

Oversight in drafting due to inexperience
with regulation and supervision of insurance
industry.

MoJ, MoFE, World Bank and
(potentially) IAIS.

Pension
Legislation

Draft Law does not provide a
framework for the regulation of
the pension business conducted
by either banks or insurance
companies.

Incomplete and fragmented
regulation would create an
uneven playing field.

Oversight in drafting due to inexperience
with regulation and supervision of pension
management and administration.

MoJ, World Bank, other local
counterparts to be defined.

Draft Law does not include any
requirement to ensure the capital
adequacy of pension funds.

Solvency is a must for sound
pension management.

Oversight in drafting due to inexperience
with solvency provisions of pension funds.

MoJ, World Bank, other local
counterparts to be defined.
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The draft Law does not contain
any tax provisions, or make any
statements about tax
deductibility provisions for certain
securities as opposed to others.

Absence of tax incentives will
weaken participation in 31
pillar and reduce prospects
for institutional investment

Not yet specified as government policy.

MoJ, World Bank, other local
counterparts to be defined.

Draft Law has confusing
provisions about governance
and management of funds.

Needless layers and
insufficient permanence of
contract terms will undermine
confidence and willingness to
invest in 3 pillar, and raise
risks of solvency for 2nd pillar

Oversight in drafting due to inexperience
with governance provisions of pension
management and administration.

MoJ, World Bank, other local
counterparts to be defined.

Securities
Legislation

Several issuers of securities are
exempted from having to publish
a prospectus, such as banks,
insurance companies, religious,
educational, benevolent, and
other non-commercial
organizations. Short-term bond
issues are also exempted from
the prospectus requirements.

The exemptions from the
prospectus requirements do
not comply with
internationally accepted
principles

Incentive to list by easing entry
requirements. However, this has proven
ineffective.

MoJ, Securities Commission, World
Bank and (potentially) IOSCO.

Differing definitions of beneficial
owner.

Adds confusion in knowing
controlling interests in firms.

Inconsistency during drafting.

MoJ, Securities Commission, World
Bank and (potentially) IOSCO.

Inadequate provisions for capital
adequacy of broker-dealers.

Small-scale brokers unable
to make markets.

Oversight in drafting.

MoJ, Securities Commission, World
Bank and (potentially) IOSCO.

The Securities Law does not
adequately clarify the securities
supervisor's objectives re the
financial soundness of broker-
dealers and trust managers.

Limits securities market
development.

Oversight in drafting, partly due to
underdevelopment of market at the time.

MoJ, Securities Commission, World
Bank and (potentially) IOSCO.
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Securities Law does not provide
a practical and effective legal
basis for close cooperation and
exchange of information with
other domestic and foreign
supervisors

Stifles market development
and investment.

Oversight in drafting, partly due to
underdevelopment of market at the time.

MoJ, Securities Commission, World
Bank and (potentially) IOSCO.

Joint Stock Company Law allows
payment of shares in kind,
including money, securities and
property rights, and intellectual

property.

The option to pay in kind is
regularly misused by majority
shareholders to defraud the
company and its minority
shareholders because it is
difficult to accurately price
the value of the asset that is
used to pay for the shares.

Oversight in drafting, partly due to
underdevelopment of market at the time,
and due to lack of traditional minority
investor rights.

MoJ, Securities Commission, World
Bank and (potentially) I0SCO.

Company management typically
conducts “asset stripping” or
“tunneling” practices.

Weakens minority investor
rights, and stifles investment
into companies and the
securities markets

Oversight in drafting, partly due to
underdevelopment of market at the time,
and due to lack of traditional minority
investor rights.

MoJ, Securities Commission, World
Bank and (potentially) IOSCO.

Legal and
Regulatory
Issues for Non-
bank Credit
Organizations

Underdeveloped legal framework
for secondary mortgage markets

Primary market just
beginning, but eventual
movement to secondary
market will need a better
legal and judicial framework
plus property registry and
pledge registry

No structures currently in place for
securitization, and uncertain legal
environment for property sales into
secondary market

MoJ, Securities Commission, IMF,
World Bank, USAID and KfW; IFC
interested in training

Leasing repossession still
untested

Leasing just beginning, but
repossession cases still not
tested if contract dispute

Uncertain legal environment, although law
considered satisfactory for leasing

MoJ, IFC (with some USAID support)

NBCOs such as MFIs fear over-
regulation of CBA

MFIs not yet regulated by
CBA

Shift from foundation status to status of
financial institution regulated by CBA

CBA, USAID, NGOs
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(see Annex 5 for a full discussion of banking issues, Annex 7 for housing finance, Annex 8 for insurance, Annex 9 for pension, Annex 10 for securities, and
Annex 11 for overall legal issues)
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3. Financial Sector Development Based on Prudential Norms

Banking

Banking capital is low (not to
exceed $7 million on average by
year end 2004), although CARS
are high (about 34%)

Limits opportunities for
intermediation due to
exposure limits

Typical of most CIS banks; also reflects lack
of investment from major foreign banks, and
limits to consolidation over the years
(notwithstanding large number of bank
closures)

CBA, IMF and USAID; IFC and/or
EBRD and/or KfW and/or Shorebank
and/or others if inclined to invest in
existing banks with strategic partners

After-tax earnings are low (<$1
million on average in 2004) due
to small size and limited array of
services, although RoA/RoE
measures not bad

Limited earnings impedes
capital formation needed for
growth, product and service
development

Reflects small size of banks, limited range
of products and services; also reflects low
productivity of employee base, mainly due
to limited revenue generation per employee

CBA, IMF and USAID

Net spreads are high, which is
due to high interest rates
charged on loans

Adds to costs to borrowers,
but can also reduce credit
quality if change in market
reduces cash flow of
borrower

Risk premium assigned to borrowers and
business environment, combined with
inefficiency of the loan origination process
and small volume of funding (which drives
up interest rates on loans due to scarcity of
loans)

CBA, IMF and USAID

Liquidity management less
efficient than could be due to thin
inter-bank market

Affects almost all banks

HSBC dominates deposit mobilization, and
most banks do not trust other banks’ credit
worthiness, resulting in large cash balances
held by banks for cover; little retail banking
development, also contributing to low levels
of deposit mobilization (apart from HSBC)

CBA, IMF and USAID; KfW helping
with deposit insurance, which may help
with deposits

Funding base of banks largely
deposits and capital, even
though both are small

All banks apart from HSBC

Non-deposit liabilities are scarce for banks,
and capital is small, increasing their reliance
on deposits; reasons include traditionally
weak service delivery, under-developed
retail banking services, larger issues related
to tax avoidance and the grey market, and
troubled condition of many/most large-scale
enterprises.

CBA, IMF and USAID; KfW helping
with deposit insurance, which may help
with deposits
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Outstanding concerns about
capacity for management of
credit and market risk at banks,
and sufficiently early detection at
CBA as the systems becomes
more complex in the coming
years

Not a problem now, but could
be in the future unless
addressed now in
anticipation of future risks

Lack of market development, and recent
focus on stabilization

CBA, IMF and USAID

Credit risk issues could emerge

in the event of a political crisis in
Armenia or Russia, or downturn

in the economy

Banks have rudimentary risk
management systems, and
external forces or internal
developments could expose
asset bubbles (real estate),
constrain export markets or
lead to a reduction in
remittance flows to Armenia

The legal framework still is to be tested in
several cases that could involve loan
recovery efforts; banks are lending for
housing without fully protected positions

CBA, IMF, World Bank, USAID, KfwW

Banks have some market risk in
their portfolios, although these
are limited due to small size of
long-term loans and prudent
observation of open foreign
currency positions

Growth in asset-liability
mismatches could expose
some banks to currency or
interest rate risk

Banks still have low levels of funding with
maturities of one year or more

CBA, IMF, World Bank, USAID, KfwW
(deposit insurance)

Currency mismatches are a
potential risk

This could add to market risk
for some banks if they
become more aggressive in
lending or issuing
guarantees/trade finance
instruments

Banks' funding is largely in foreign currency,
yet most enterprises’ reported revenues and
earnings are largely in local currency

CBA, IMF, USAID

Country risk associated with
Armenia is high, adding to costs

Risk premium associated
with Armenia adds to
transactions costs and the
costs of credit for borrowers

Peer ratings point to uncertain protection
against losses, limited safety, and
vulnerability to losses from credit default.
Other unofficial measures of risk for
Armenia indicate moderately high political
risk, low institutional investor credit ratings,
and generally weak credit worthiness

CBA, IMF, World Bank
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Low capital, weak earnings and
inadequate supervision reflect

All insurance companies,
along with pension reform
(insurance companies
potentially as asset

Traditional approach to insurance which has

MoFE, World Bank and USAID,

Organizations

problems emerge with portfolios,
weakening confidence

asset values and secondary
markets (securitized or not)
are not developed

non-banks

Insurance lack of sustainability under managers or administrators) been non-mandatory,. resulting in very low possibly EU
" " penetration and density
current conditions and securities markets
(insurance as institutional
investors)
Absence of political wil Resistance to change in status quo; vested
: undermines long-term Contractual savings and . -nang quo; World Bank and USAID; local
Pension L " interests benefiting from current ,
sustainability and development | securities markets counterparts to be defined
TN arrangement
of institutional investment
Lack of free float in system Absence of adequate financial disclosure,
. reinforces general lack of Non-government securities non-observance of minimum free-float Securities Commission, USAID and
Securities . i .
transparency, making markets market provisions, weak legal framework for (potentially) IOSCO
non-viable minority rights, poor governance standards
Mortgage finance market is
Non-bank Low levels of capital can trigger | the most likely to be affected
Credit small-scale insolvencies if if there is a problem with Nascent stages of development for most CBA, World Bank, IFC, USAID,

possibly Kfw

4.
(see Annex 6 for

Financial

Sector

a full discussion of banking issues, Annex 7 for housing financ

Intermediation
e, Annex 8 for insurance, and Annex 10 for

Indicators
securities)

General

Lack of financial breadth and
depth; bank assets <25% of
GDP; M3-to-GDP will not likely
exceed 21% in 2004; insurance
premium revenues are among
the lowest in the world, at about
$205,000 per active firm (2003)
or $2 per capita

All financial institutions and
the economy at large

Key causes for deficiencies are low levels of
deposits in banks, lack of confidence in
financial and government institutions, fears
of arbitrary tax garnishing of accounts, and
low levels of savings and investment.

World Bank for coordination on
structural issues; CBA, USAID, IMF on
banking supervision issues; MoFE,
World Bank, USAID on insurance
issues; KfW on deposit insurance
issues; Kf\W has been most active with
banks in terms of lending (GAF), and
IFC in terms of leasing
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Banking

Low levels of deposit
mobilization limit funding,
therefore available resources for
intermediation are limited

Banks, particularly all but
HSBC which is turning away
depositors

General lack of trust and confidence in
institutions making resource mobilization
and intermediation more difficult; business
environment still perceived to be
unfavorable, resulting in high levels of tax
evasion; fears of garnishing of accounts

CBA, IMF, World Bank, USAID, KfwW
(deposit insurance)

Low levels of lending (about 9%
of 2004 GDP)

Households and SMEs that
are credit worthy

Traditionally weak creditor rights combined
with recent prudential norms to stabilize
banking have made banks particularly risk-
averse, reinforced by easy earnings from
what are perceived to be risk-free securities

CBA, IMF, World Bank, IFC, USAID,
Kfw, EU-Tacis (business
outreach/advisory), EBRD

Most banks are characterized by
a paradoxical approach: the
absence of specialization
triggering a desire to become
“universal” despite being
undercapitalized.

Banks are only at the
beginning of development to
“full-service” banks, so
developments need to be
monitored relative to risks
assumed

Low levels of capitalization, poor market
data and limited tradition of catering on a
service-oriented basis have prevented
Armenian banks from emerging as effective
full-service banks.

CBA, IMF, World Bank, USAID, KfW,
GTZ (training)

Risks associated with most
large-scale enterprises and the
banks’ own lending limits (driven
by prudential limits and small
levels of capital) mean that
banks have to pursue the SME
and retail market to generate
reasonable earnings.

Banks will need to provide a
meaningful array of financial
products and services and be
more active in pursuing
SMEs.

Banks’ capital is generally insufficient to
meet the borrowing and capital
requirements of larger enterprises

CBA, IMF, World Bank, USAID, GTZ,
possibly IFC and/or EBRD and/or KfW
and/or Shorebank and/or others if they
invest with strategic partners

The system needs increased
capital, improved technologies,
and better management systems
for the banking system to be
competitive and to offer better
products and services to the
marketplace

Banks in general, with the
exception of HSBC and
perhaps a few others

Shortage of major foreign investment has
slowed development of the system

CBA, IMF, World Bank, possibly IFC
and/or EBRD and/or KfW and/or
Shorebank and/or others if they invest
with strategic partners
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Market research has been
hampered by the absence of
viable market information.
Combined with limited useful
financial information and a
fragmented market, such
tendencies will keep banking
fairly fundamental for the time
being.

Banks have to rely on
individualized requests, and
most banks have shown little
or no inclination to pursue
business in an innovative
way. This partly relates back
to the traditional culture of
most of the banks, closely
held and tied to a few
cronies.

Traditional non-disclosure has been the
main constraint. The Armenian Bankers
Association has not undertaken any major
initiatives that would pool information for its
members. The Armenian Credit Rating
Agency could process systemic information,
which could then be used by banks' internal
data bases to develop new products or
services. However, as of late 2004, most
banks do not appear interested.

World Bank, IFC and USAID

Access to finance remains
difficult for many supply and
demand reasons.

Generally low levels of
intermediation across the
economy, notwithstanding
encouraging increases in
2004,

Underwriting standards have tightened,
collateral requirements are in effect, and
banks require reasonable disclosure and
more business from clients to track cash.
Demand-side obstacles are perceived to be
collateral requirements, insufficient loan
principal, expensive interest charges,
insufficient maturities, and sometimes
cumbersome reporting requirements.

Multitude of donors and government
institutions working on enterprises and
financial institutions

Low penetration (revenues about

There is no mandatory insurance, even for
third party motor vehicle, resulting in lagging
indicators and size relative to international

MoFE, World Bank, USAID, and

wholly by government

securities markets

flows are diluted, resulting in small market,
lack of regulation, etc.

0 . o .
Insurance 0.1% of_GDP) and density ($2 All financial services norms: unattractiveness and risk of the (potentially) IAIS
per capita) . o
market has stifled foreign investment and
general role of insurance in the market
No professional management of pension
No real role as only pension fund . system due to concerns about fiscal i
Pension is PAYG and administered Contractual savings and transition in the event first pillar resource World Bank and USAID; local

counterparts to be defined

Armenia: Financial Sector Assessment

Final Report

92



Annex 1b FSD EE
[ |
Market Segment Most Organizations Currently Addressing
Financial Area | Deficiencies & Vulnerabilities Impacted by Deficiency Causes for Deficiencies Deficiencies or Best Suited to Do So

Very little role apart from
potentially offering a small

Large- and mid-sized
companies as well as banks

Closely-held management of companies,
lack of IAS/IFRS tradition,

inability/unwillingness to meet disclosure
requirements, weak financial condition of

Securities Commission, USAID and

Organizations

about $13 million )

households

lending programs

Securities platform for government and other financial most companies limit prospects for .| (potentially) IOSCO
o . N securities markets apart from government;
securities market trading institutions " .

unwillingness of local investors and
diaspora community to invest limits
prospects for local market to develop

Non-bank Low levels of lending outside the | , . . . . . o

Credit banks (NCBOs <5% of banks at Micro-enterprises and poor | Small size of loans characterize most micro- | CBA, USAID, humanitarian

groups/NGOs, micro-finance groups

Housing
Finance

Banks account for less than 10%
of housing transactions, which
are generally done on cash basis

Opportunity cost for banks

Banks lack long-term funding, and
legal/institutional support structures (e.g.,
property registries) not adequately in place

CBA, IMF and USAID, potentially KfW,
World Bank, IFC
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Table 2: Summary of Recommended USAID Interventions

Expected Results from

(see Main Report for description of Recommendations and

Financial Area Deficiencies & Vulnerabilities Str:ig;%n;%eggzcrjess Recommended Interventions & Tactics Interventions and Tactics With
to Be Addressed by USAID e Associated With Strategies Specific Commentary on Impact
Deficiencies
on Affected Market Segment
1 Financial System Composition & Structure

how they fit into the general financial sector diagnostic assessment; see Annex 3 for a full discussion
of banking issues, Annex 7 for housing finance, Annex 8 for insurance, Annex 9 for pension, and Annex 10 for securities markets)

Banking

Low intermediation levels

Focus on development of
housing finance to build
general systems for
secured lending, and
broader training to bankers
via Armenian Bankers
Association for improved
governance and systems,
credit risk management,
new product development,
etc.

Sound legal framework for primary and
secondary market development.
Comprehensive property and pledge registry
system with clear ownership rights, electronic
inter-face, and open digital access by creditors
to records for credit risk evaluation. Training in
underwriting standards. Strengthening of
accounting and audit standards and capacity.
Development of credit risk management
systems. Standardization of mortgage finance
procedures to increase primary market volume
and stimulate movement to secondary market
development. This effort is expected to be
short-, medium- and long-term.

Increased supply of and access to
financial services. Growth of loan
syndication and securitization.
Issuance of corporate and
mortgage bonds to obtain term
financing for lending, leasing and
asset-liability matching. Evidence of
increased investment from diaspora
community.

Strengthen property rights
and contract enforcement
via institutional framework
for secured transactions

Short-, medium- and long-term assistance:
Work with State Cadastre and Ministry of
Justice to finalize a comprehensive
immoveable property registry, and to establish
a moveable property registry. Establish a
comprehensive, real-time pledge registry.
Ensure all records are digitally accessible and
available to potential lenders and investors as
part of the overall credit risk evaluation
process. (See Main Report, Option #3.)

A comprehensive and electronically
accessible property and pledge
registry system that provides
complete and accurate information
to creditors as part of the credit risk
evaluation process.
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on Affected Market Segment

Increase inventory of bank
and NBCO loan assets for
housing and commercial
property development.

Assist banks via Bankers’ Association with
product development, market research,
valuation and appraisal, and general
underwriting and credit risk management. (See
above and Main Report, Options #1 and 3.)

Increased share of high quality
housing loans (and commercial
property loans over time) that could
eventually be packaged into
secondary market instruments.

Evolution of secondary
markets, and growing
diversification of
instruments (debt and
equity), pricing, maturities,
and related features

Assist banks via Bankers' Association and
CBA with development of a legal and
regulatory framework for secondary market
development for mortgage-backed securities
and mortgage bonds. (See above and Main
Report, Option #2 and 3.)

Material increases in housing and
commercial property loans through
the banking and non-bank credit
system, with eventual movement to
capital markets instruments
supported by institutional
investment.

Increase funding base of
banks via private
placements and bond
issues.

Assist with prospectus development for
issuance of corporate and mortgage bonds.
(See Main Report, Options #2 and 3.)

Long-term funding via bank bonds
and/or syndicated loan facilities
instead of donor funds.

Low confidence impedes deposit
mobilization; risk of garnishing of
accounts is reported to be a
major contributor to perceived
risks and reduced confidence in
privacy of accounts

General statement of
principles might be
considered by government,
including possible
thresholds for an amnesty,
and other measures before
proceeding with a new
framework for account
garnishing.

Short-term assistance: Possible assistance on
issues of protocols and judicial recourse
regarding garnishing of accounts. (See Main
Report, Option #1.)

Rising deposits, including on a term
basis, and reduced concerns of
most of the public of account
garnishing.
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Financial Area

Deficiencies & Vulnerabilities
to Be Addressed by USAID

Recommended
Strategies to Address
Deficiencies

Recommended Interventions & Tactics
Associated With Strategies

Expected Results from
Interventions and Tactics With
Specific Commentary on Impact
on Affected Market Segment

Small scale of operations and
limited revenue sources apart
from loans, currency exchange
operations, and transfers

Promote consolidation via
mergers and acquisitions,
along with growth via new
products, retained

earnings and new

investment, including from
prime-rated foreign banks.

Short-, medium- and long-term assistance:
Technical assistance as needed to bankers via
Association (and CBA) to introduce new
deposit and other liability instruments, and to
encourage mergers and acquisitions. (See
Main Report, Option #1.)

Well capitalized banks with
adequate resources to generate
sustainable earnings from diverse
sources, and to generate RoA and
RoE consistent with sound
emerging markets norms.
Increased interest registered from
major foreign banks.

Insurance

Low penetration, density and
product array

Encourage mandatory
insurance and a sound
legal and regulatory
framework for a solvent,
liquid and comprehensive
insurance industry

Building up regulatory and supervisory
capacity, and assisting market players via
Insurers’ Association to help set standards and
build a viable market. Efforts by USAID should
be coordinated with the World Bank, which has
also shown interest in the field. USAID efforts
should also be closely linked to efforts in the
fields of banking supervision and accounting
and audit reform. This effort is expected to
be short-, medium- and long-term. (See
Main Report, Options #1, 2 and 5.)

Greater insurance coverage and
competition. Evidence of increasing
financial discipline in the
marketplace (in parallel with
banks). Accumulation leading to
institutional investment.
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on Affected Market Segment

Assistance to MoFE

Short-term assistance: Deliver an accrual-
based accounting methodology training
program for the supervisory authority. Develop
a strategy and plan to introduce compulsory
insurance. Assist in drafting law(s) and
accompanying regulations. Assist with public
communication plan on compulsory insurance.
Develop an economic model for tracking
insurance sector developments and exposures
that create an early warning system on
potential industry problems, and provide
training. Develop insurance inspection
manuals, and provide training. Create a new
budgetary process for the supervisory authority
free from political interference. (See Main
Report, Options #1, 2 and 5.)

Modern accounting systems in
place. Insurance sector
modernization. Effective regulation
and supervision. Narrowing of
penetration and density gaps with
other markets, with progress
towards emerging market norms.

Medium-term assistance: Develop a database
to license and track insurance companies,
brokers and agents. Develop actuarial
capacity, and provide training. Prepare a
supervisory authority training program in
insurance market surveillance and regulatory
enforcement. Training in financial reporting
analysis for the Insurance Department.
Auditing and valuation training for regulators to
be able to evaluate an insurer’s ability to match
assets to liabilities. Training in investment
policies, investment instruments, investment
diversification balance, risk-reward trade-offs,
and general asset management functions.
(See Main Report, Options #1, 2 and 5.)

Comprehensive and increasingly
effective regulatory and supervisory
oversight.
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Long-term assistance: Define insurance
company information technology (IT) system
capabilities. Revise rules regarding customer
complaints, and statistical tracking of all claims
made. (See Main Report, Options #1, 2 and 5.)

Convergence with international
standards for operating systems,
procedures, controls and
accountability.

Assistance to Insurers’
Association

Short-term assistance: Communicate with
businesses and households by educating them
on insurance protection, insurance products,
and assessing and managing risks. Track,
analyze and report industry statistics. Create
links to industry member websites. (See Main
Report, Options #1, 2 and 5.)

Increased provision of market
information for market players,
investors, and consumers.

Medium-term assistance: Develop a
customized insurance industry association
training program. Act as self-regulatory
organization (SRO) for industry members. Act
as a central source for a national market
database for demographic data (for costing life
insurance). (See Main Report, Options #1, 2
and 5.)

Implementation of international
standards based on effective self-
regulation as a complement to
MoFE regulation and supervision.

Pension Funds

Assist with introduction of second
and third pillar pension schemes

Work with local
counterparts on the type of
model to be introduced,
system requirements for
effective implementation
(private sector
management combined
with public sector
oversight), and financing
for the transition away from
the existing PAYG system.

Develop adequate regulation and supervision,
including in the fields of safekeeping,
registration and reporting, investment policy,
and consumer protection. This effort is
expected to be short-, medium- and long-
term. (See Main Report, Options #1, 2 and 4.)

Sound framework for a sound
three-pillar pension system.
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Short-term assistance: Develop a project
implementation plan with a recommended
structure for pension companies, how
contributions could be managed, and a sound | Effective strategic plan.
structure for the supervisory authority for
pension companies. (See Main Report,
Options #1, 2 and 4.)
Short-term assistance: Develop law and/or Effective legal and regulatory
regulations which support the reformed system | framework in place with sound
in terms of contributions, earnings, and benefit | prospects for long-term
payments. (See Main Report, Options #1, 2 sustainability and clear stability
and 4.) during the transition.
Short-, medium- and long-term assistance: Evidence of movement to
Assist in the development of new financial rofessional management and
institutions and/or financial products into which gccumulation of as%ets N the
pension contributions are invested. (See Main second and third oillars
Report, Options #1, 2 and 4.) piiiars.
Short- and medium-term assistance: Develop Inuct:ﬁc?i?)ﬁflij(?elzlﬁciw\?vri?ﬁ ;SJS agr? for
and implement a public communication plan. P oo PPO
. . the second pillar and growth in
(See Main Report, Options #1, 2 and 5.) e —
voluntary third pillar contributions
Short-, medium- and long-term assistance:
Provide training for the regulatory authority on . .
how to evaluate companies seeking to be g\t/recir;? Letputatmn for licensing and
licensed as a pension fund. (See Main Report, gnt.
Options #1, 2 and 5.)
Short- and medium-term assistance: Develop
and implement a plan for flow of contributions . A
for each voluntary occupational pension Sgr?t\??;]u't?o\ézlumary third pillar
scheme. (See Main Report, Options #1, 2 and
5.)
=
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NCBOs

Small in assets and capital

Development of mortgage
finance markets

Assist banks via Bankers’ Association with
housing and commercial property loan product
development, market research, valuation and
appraisal, and general underwriting and credit
risk management. (See above and Main
Report, Options #1 and 3.)

Increased share of high quality
housing loans (and commercial
property loans over time) that could
eventually be packaged into
secondary market instruments.

2. Financial Sector Infrastructure
(see Annex 4 for a full discussion of banking issues, Annex 7 for housing finance, Annex 8 for insurance, Annex 9 for pension, Annex 10 for securities, and Annex
11 for overall legal issues)

Legal

Weak legal framework largely
due to insufficient institutional
support for effective enforcement
in market-based context

Support for implementation
of an effective secured
transactions framework.

Short-, medium- and long-term assistance:
Development of comprehensive, digitally
accessible property and pledge registries.
Assistance with judicial and extra-judicial
(Economic Court) capacity enhancement for
effective resolution of disputes and effective
enforcement of contracts. (See Main Report,
Option #3.)

Implementation of an effective legal
framework consistent with
commercial requirements of a
market-based economy.

Adopt customized Law on
Collateral with focus on
plans for secondary
mortgage market
development.

Short- and medium-term assistance: Develop
adequate legislation on collateral to support
secured transactions in general, but
specifically to ensure there is a comprehensive
legal framework in place for mortgage finance.
(See Main Report, Option #3.)

Movement to secondary mortgage
market products (bonds, MBS).

Clarification of legislation and
supporting by-laws in support of
sound governance and
ownership structures in support
of increased investment and
lending.

Assistance to help
harmonize legislation and
improve on existing
shortcomings.

Short-term assistance: Work with local
authorities and international organizations to
facilitate adoption/amendments to legislation
consistent with best practice. (See Main
Report, all Options)

Comprehensive and consistent
legal framewaork for banking,
insurance, pension, capital
markets, and non-bank credit
organizations.
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Short- and medium-term assistance: Combine
legal reform with commercial and financial
training for effective enforcement. (See Main
Report, Options #1, 3, 4 and 5.)

Responsible enforcement of
comprehensive and consistent legal
framework for banking, insurance,
pension, capital markets, and non-
bank credit organizations.

Regulation and
Supervision in
Support of
Strengthened
Governance

Risks to boost earning assets
and after-tax returns will
increase. As the financial system
becomes more complex and risk-
oriented, supervisory structures
will need to be able to adapt to
ensure underlying stability.
Likewise, market players will
require management and
systems capacity, and effective
board oversight, to manage
these risks.

Assistance to CBA, MoFE,
Securities Commission,
and designated regulator
for pension funds when
reforms are put in effect,
as well as Associations for
observance and
implementation by market
players

Strengthen CBA contingency planning as part
of a more developed corrective action
framework in the event that key banks and/or
the system at large encounter severe stress.
Work with banks to identify, report and
manage risks. Help MoFE, future pension
regulator, Securities Commission and CBA
with coordination as complexity increases and
transfer risk opportunities emerge (in value
and instruments). Help regulators to coordinate
with the Financial Intelligence Unit. Encourage
bank consolidation (e.g., mergers and
acquisitions), and promote movement to
consolidated supervision that is integrated and
risk-based. Assistance is envisioned as
short-, medium- and long-term. (See Main
Report, Options #1, 2, 3,4 and 5.)

Increased intermediation in banks,
along with better risk management
systems as the financial system
becomes more complex and carries
more risk; increased insurance
activity backed by adequate
solvency; movement to institutional
investment, hopefully driving better
standards for financial soundness
and transparency as a condition for
investment in non-government
securities through the Armex

Underdeveloped information and
management systems for current
and future risks to financial
stability, particularly in
anticipation of rising
competitiveness and risk-taking.

Technical assistance via
AAAA for consolidated
accounting and
supervision

Short- and medium-term assistance (possibly
long-term): Establishment of a Steering
Committee on Financial Services, for effective
introduction and implementation of
consolidated accounting and IAS/IFRS across
all financial services. (See Main Report, Option
#2.)

Effective implementation of
consolidated accounting standards.
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Possible weaknesses to be
strengthened re credit and
market risk.

Technical assistance to
CBA

Strengthen CBA contingency planning as part
of a more developed corrective action
framework. (See above and Main Report,
Option #1.)

More advanced credit and market
risk systems in place under more
competitive banking conditions.

Underdeveloped accounting
systems for modern finance.

Technical assistance to
market players, CBA,
Association of Accountants
and Auditors of Armenia,
Ministry of Finance and
Economy, Securities
Commission, and future
pension supervisory, along
with cross-border
supervisory counterparts

Promote movement to consolidated
supervision that is integrated and risk-based.
(See above and Main Report, Options #1, 2, 4
and 5.)

Implementing consolidated
supervision based on consolidated
accounting, and reinforced by
sound cooperation/coordination
with domestic and cross-border
supervisory institutions as well as
evidence of adequate systems and
compliance at the banks.

Weak governance capacity at
banks, insurance companies and
in the real sector, with a need for
strengthened boards,
management systems, internal
audit, and more analytical use of
detailed financial information

Technical assistance to
market players via
Associations, CBA, MoFE,
Association of Accountants
and Auditors of Armenia

Work with market players to strengthen
governance standards and systems for
support. (See above and Main Report, Options
#1,2,4and5.)

Ensuring adequate corporate
governance and management
capacity in the banks, including
clear ownership and avoidance of
material conflicts of interest that
can undermine stability.

Accounting and
Audit

Under-developed accounting and
audit profession.

Support movement to a
standards-based
organization.

Short-term assistance: Adoption of the EU 8th
Directive as a model framework for the
accounting and audit profession in Armenia.
Mandatory membership of all auditors and
accountants. (See Main Report, Option #2.)

Devolution to a standards-based
regime via the AAAA, as opposed
to the more politically direct (yet
ineffective) approach exercised by
the central government.

Short-, medium and possibly long-term
assistance: Responsibility to AAAA for ongoing
certification and training, monitoring of
performance by members and compliance with
recommended professional standards, and
discipline. (See Main Report, Option #2.)

More certified accountants and
auditors. Evidence of increased use
of financial information, higher
levels of transparency and
accountability in support of rising
intermediation and investment.
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Weaknesses undermine
governance, management and
competitiveness of financial
sector and economy at large

Assistance to relevant
Associations for
observance and
implementation of sound
governance by market
players

Short-, medium and long-term assistance:
Involvement of AAAA members in training
market players, and implementing effective
governance and management systems. (See
Main Report, Option #2.)

Significant migration of accounting
and audit professionals to
enterprises, regulatory authorities,
and financial firms to assist with
regulatory compliance, improved
governance, and increased lending
and investment. Improved
governance, modern management
systems, and useful financial
reporting in support of market
development and regulatory
compliance.

Under-developed accounting and
audit systems for modern
financial sector.

Assistance to AAAA, CBA,
MoFE, Securities
Commission, designated
regulator for pension
funds, as well as relevant
Associations for
observance and
implementation by market
players

Establishment of a Steering Committee on
Financial Services, for effective introduction
and implementation of consolidated accounting
and IAS/IFRS across all financial services.
(See Main Report, Options #1, 2, 4 and 5.)

Effective implementation of
consolidated accounting as part of
the larger effort to increase financial
market coverage and to implement
consolidated supervision.

3. Financial Sector Development Based on Prudential Norms (see Annex 5 for a full discussion of banking issues, as well as stability issues for non-banks)
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Systemic risk is low, but
increasing risks will emerge as
banks grow, compete and
assume new lines of business
and introduce new products;
capital and earnings are low, net

Assistance to banks via

Training and systems development to protect

Stable banking markets despite

and long-term deficits of first
pillar in the event there is no
reform.

pension reform, preferably
for all three pillars.

regulation and supervision, including asset
management practices and reporting
guidelines. (See Main Report, Options #1, 2
and 4.)

Banking spreads are hiah. liquidit Bankers’ Association, against credit and market risk. (See Main growth in competition, product
P Ign, liquidty CBA, AAAA Report, Options #1-3.) array, and risk-taking
management is less efficient than
it could be, funding base is small,
and credit, market and country
risk add to overall costs and
weaken competition
No current systemic threat as
capital is low, earnings are we_ak, Solvent, liquid, well regulated
and general levels of penetration - ;
. Training and systems development to protect | insurance sector that shows
are very low. Future risks relate , . . . . .
e . against emergence of pocket insurance increasing density and penetration
to affiliation with banks (even Assistance to MoFE and oS . - . ) . )
Insurance . . \ o companies, hidden ownership, suspicious ratios consistent with emerging
without cross-ownership), and Insurers’ Association . d | underwriting risk " d .
transfer risks that may go transactions, and general underwriting risk. market norms, and growing
unnoticed if not renorted on a (See Main Report, Options #1, 2 and 5.) presence as institutional investors
; P in domestic markets over time.
consolidated basis to regulatory
authorities.
Assistance for interim management and audit . " .
. L . . . ) Fiscal stability, professional
Risk to system is circuitous: of pension collections/disbursements prior to . .
) : , S management, increasing coverage
mismanagement by government | Assistance to defined local | full movement to second and third pillar. . .
" . . . . and benefits, strict adherence to
. authorities of fiscal collections, counterparts to usher in Assistance for development of adequate o L
Pension fiduciary responsibilities to ensure

safety of long-term savings
(irrespective of status of domestic
securities market).
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Expected Results from

Securities

No real risk in the system
because of lack of liquidity and
low capitalization.

financial system based on
sound governance and
accounting standards to
promote the needed
foundations for
transparency,
accountability and financial
disclosure needed to make
markets in bonds and
equities.

s - Recommen . . . . .
. . Deficiencies & Vulnerabilities ecomme e Recommended Interventions & Tactics Interventions and Tactics With
Financial Area Strategies to Address . . . o
to Be Addressed by USAID L Associated With Strategies Specific Commentary on Impact
Deficiencies
on Affected Market Segment
Support for diverse As government securities market

Assistance via pilot listings and bond issues,
including audit, prospectus, and marketing for
open investment and trading. (See Main
Report, Options #1-5.)

grows and related financial sector
reforms take hold, eventual issue of
corporate (including bank) bonds,
mortgage bonds, and equities to
increase and diversify funding.
Evidence of institutional investment
in such securities, helping to
reinforce needed governance
principles consistent with fiduciary
responsibilities.

Non-bank Credit
Organizations

No systemic threat, as non-banks
have low levels of capital.
Potential risk is that one or more
insolvencies (even if small) could
weaken confidence as a whole.

Embedded in assistance to
CBA and Associations
(AAAA, NARA, ABA) as
part of effort to ensure
financial stability and
confidence in financial
institutions, as well as to
promote housing and
mortgage finance.

Assistance via AAAA to NARA and ABA to
improve valuation and appraisal standards,
and to increase information for market-making.
Promotion of greater linkage between banks
and MFIs to put the latter on more sustainable
financial grounds, and to encourage increased
access to bank finance for micro-enterprises.
(See Main Report, Options #1-3.)

Growing markets for leasing,
housing/mortgage finance, and
other non-bank lending institutions.
Growing links between non-bhank
credit organizations and banks to
increase and sustain credit for
households, micro-enterprises, and
very small businesses.

4. Financial Sector In

termediation Indicators (see Annex 6 for a full discussion of banking issues, Annex 7 for housing finance, Annex 8 for insurance, Annex 9 for
pension, and Annex 10 for securities)

Banking

Banks need to have sound credit
and market risk systems in place
under more competitive banking
conditions that include greater
risk assumption for increased

earnings.

Support for CBA and
banks via ABA as part of
the effort to institutionalize
sound risk management
systems.

Work with banks via ABA, AAAA and ACRA to
develop better information systems so that
banks are more able to assume and price risk.
(See Main Report, Options #1-3.)

Increased lending to SMEs with
more affordable pricing based on
capacity of banks to better evaluate
and price risk due to increased
credit information.
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Recommended Expected Results from
. . Deficiencies & Vulnerabilities . Recommended Interventions & Tactics Interventions and Tactics With
Financial Area Strategies to Address . . . o
to Be Addressed by USAID Deficiencies Associated With Strategies Specific Commentary on Impact

on Affected Market Segment

Banks need to offer more
products and services to
increase/diversify their funding
base and earnings, and more
broadly to increase their client
base. Banks are not yet moving
aggressively enough to attract
term deposits.

Training via the Armenian
Bankers Association,
AAAA, CBA and the
Securities Commission.

Training on new products and services, along
with gathering and uses of market information
for product development. Promotion for banks
to issue corporate bonds for long-term funding,
opening up new products and services. (See
Main Report, Options #1-3.)

Increased variety of products and
services as banks learn more about
their customer base and become
more active and aggressive in the
market in developing their
business. More “rational” pricing of
deposit instruments to attract term
funds.

There is no mandatory
insurance, even for third party
motor vehicle, resulting in lagging
indicators and size relative to
international norms;
unattractiveness and political risk

Support for MoFE and
Insurers’ Association to
promote a sound, well-
regulated and self-

Promote foreign investment, accountability and
information disclosure, governance, actuarial

Evidence of growth in premium
revenues across product lines, and
gradual convergence with emerging
markets indicators for penetration
and density; sound solvency
indicators; credible framework for

prospects for sustainability under
current conditions

and encourages
accumulation accounts in
second and third pillars to
safeguard prospects for
long-term savings

needs of pensioners. (See Main Report,
Options #1, 2 and 4.)

Insurance of the market has stifled foreign | regulated industry able to | capacity, etc. for modernization of the sector. | claims filing and resolution
investment and general role of provide the insurance (See Main Report, Options #1, 2 and 5.) (including fraud prevention);
insurance in the market; weak coverage needed for a emergence of insurers as
demographic data undermine vibrant economy institutional investors exercising
actuarial foundation for risk governance and encouraging
assessments and pricing financial discipline

Support to government
and designated Stable transition financing plan for
counterpart institutions for pillar one reform; introduction of
. development of soundly . . - mandatory pension scheme
No professional management of . Assistance for management, audit and training 4 . .
. regulated pension system | . (second pillar) that is professionally
. pension system, and poor Y in product development to meet the long-term s .
Pension that stabilizes first pillar, managed; introduction of voluntary

pension scheme (third pillar),
largely backed by occupational
plans that are also professionally
managed
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Financial Area

Deficiencies & Vulnerabilities
to Be Addressed by USAID

Recommended
Strategies to Address
Deficiencies

Recommended Interventions & Tactics
Associated With Strategies

Expected Results from
Interventions and Tactics With
Specific Commentary on Impact
on Affected Market Segment

Securities

Virtually no market activity due to
closely-held management of
companies, poor disclosure,
weak financial condition;
unwillingness of local investors
and diaspora community to
invest

Training for market players
to promote new products,
and to float securities to
bolster their funding.

Possible pilot project focused on new SME
listings on Armex and/or issuance of corporate
bonds for term funding for the banks/leasing
companies. Support for mortgage company
issuance of bonds, and eventual mortgage-
backed securities. Support for implementation
of international accounting and audit standards
to make these feasible. Support for legal
reform for more active and sufficiently
capitalized broker-dealers to play a role in
market-making. (See Main Report, Options #1-
5.)

Growth in non-government
securities markets, including bonds
and equities; evidence of growth in
secondary market trading;
observance of free-float provisions
to encourage liquidity in the market;
protection of minority shareholder
interests

Non-bank Credit
Organizations

Small size of loans characterize
most micro-lending programs

Work with ABA to
encourage banks to
finance MFls.

Support for increased competition in the
banking market to promote efforts to identify
MFIs and other non-bank credit organizations
as potential clients (refinancing facilities) and
sources of new borrowers (“graduates”). (See
Main Report, embedded as part of Option #1.)

Increased interaction between
MFIs, credit unions, and other
NBCOs with the banks to provide a
more stable source of financing for
non-banks for continued operations
(that is less reliant on donors)
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Housing Finance

place

Banks lack long-term funding,
and institutional support
structures (e.g., property
registries) are not adequately in

mortgage companies, the
AAAA, NARA, the State
Cadastre and possibly the
Securities Commission to
increase long-term funding

Support to/for the State Cadastre (and
possible other counterparts to be defined) to
finalize the immoveable property registry, and
to develop a comprehensive moveable
property registry. Development of
comprehensive pledge registry. Observance of
international guidelines for asset valuation and
appraisal practices. (See Main Report, Options
#1-3)
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Recommended Expected Results from
. . Deficiencies & Vulnerabilities . Recommended Interventions & Tactics Interventions and Tactics With
Financial Area Strategies to Address . . . o
to Be Addressed by USAID L Associated With Strategies Specific Commentary on Impact
Deficiencies
on Affected Market Segment
Evidence of increasing housing and
commercial property transactions
through formal financial institutions
Support to banks via ABA and NBCOs (e.g., that are clearly owned, with
, . . financing arrangements under clear
mortgage finance companies) to obtain long- .
o contractual terms; property
term funding via corporate or mortgage bond exposures are adequately
Work with banks via ABA, issues and (for banks) new deposit products. appraised and valued, and risks are

properly provisioned; banks, non-
bank credit organizations, and CBA
have adequate risk management
systems in place for potential price
deflation/disinflation and the
consequent impact on credit ratings
(including collateral impact in
secured transactions); more
buoyant mortgage finance markets
contribute to local government
revenues via property tax
assessments
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ANNEX 2: ECONOMIC AND STRUCTURAL FACTORS’

2.1 GENERAL OVERVIEW AND CONDITION

2.1.1 MACROECONOMIC SUMMARY

After the newly independent Armenia contended with hyperinflation, structural dislocation, and the war
in Nagorno-Karabakh in the early 1990s, the Government of Armenia (GoA) embarked on a reform
program in the mid-1990s to stabilize the economy and put the preconditions in place for sustained
growth. As elsewhere in the CIS, this was largely based on achieving monetary (pricing) and exchange
rate stability, while slowly building the basis for a viable fiscal framework. GoA policy included:

= Strict monetary management that brought the inflation rate down to double digits by 1996 and single
digits by 1998.

= Gradual depreciation of the DRAM against the dollar to increase export competitiveness, as shown in
rising export earnings.

= Gradual reductions in budget deficits as a share of GDP, with deficits at 2 percent or less since 2002.
= Privatization in most of the economy.

While GDP and per capita incomes remain low, Armenia has succeeded in generating high real GDP
growth rates since the mid-1990s. These have averaged 7.7 percent (on an unweighted basis) per year
from 1995-2003, with particularly strong growth rates recorded in 2001-03. This has been accompanied
by several favorable trends and indicators, including declining fiscal deficits relative to GDP, rising
export earnings, and declining current account deficits as a share of GDP. However, investment levels
remain low, and much of the economy remains informal and partly financed by remittances from abroad.
The following table highlights some key macroeconomic indicators since 1998.

> Primary author: Michael Borish.
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TABLE 2.1: MACROECONOMIC INDICATORS (1998-2004)

$ in millions 1998 1999 2000 2001 2002 2003 2004
GDP $1,892 $1,845 $1,912 $2,118 $2,367 $2,796 $3,151
Real GDP Growth 7.3% 3.3% 6.0% 9.6% 129% 13.9% 7.0%
PPP Per Capita Income  $2,080 $2,210 $2,420 $2,730 $3,230 $3,770 N/A
Average Inflation Rate 8.7% -0.2% -1.5% 3.9% 2.2% 4.7% 3.0%
DRAM to $1 (Average) 504.92 535.06 539.53 555.08 573.35 578.76 N/A
Real Effective Exchange
Rate +/- N/A 6.5% 78% -19% -113% -2.7% N/A
Fiscal Deficit/GDP -4.9% -7.4% -6.4% -3.6% -0.4% -1.2% -2.0%
Exports: Goods +
Services $359 $383 $447 $529 $689 $884 $990
Private Transfers $65 $80 $86 $102 $119 $135 $155
Current Account/GDP -22.1% -16.6% -145% -10.0% -6.6% -7.2% -5.8%
Foreign Direct $221 $122 $104
Investment $70 $111 $136 $98

Notes: 2004 figures were projections consistent with IMF program targets, but likely exceeded;
average inflation rate is GDP deflator; fiscal deficit is commitment basis, not cash basis

Sources: IMF, Central Bank of Armenia, World Bank, EBRD, author’s calculations

2.1.2 Financial Sector Developments

Consistent with more disciplined monetary and financial management, GoA has moved ahead with
fundamental banking reforms.

= First, there has been some consolidation in the banking sector, with the number of banks declining
from 74 in early 1994 to 20 in 2004.° A handful of these have been merged or re-licensed as non-bank
credit organizations, but most have been closed down or otherwise “resolved”. This has freed the
market of problems that have been found in many other transition economies, namely the continued
existence of one or several troubled banks that have been merged and/or kept afloat because they
were “too big to fail”, ultimately leading to a distorted environment that has stifled banking and
financial sector development. While banking statistics show very low levels of penetration into the
economy, they have not been a major drag on the budget. Thus, the reasons for underdevelopment of
the banking market point to other factors, not persistent state involvement through direct ownership or
costly restructuring. (The Treasury bill market has been a vehicle for easy earnings to boost capital.
Thus, if there has been a state cost, it has been more from the fiscal side, but limited in magnitude.)

= Second, there have been determined efforts to clean up bank loan portfolios. With non-performing
loans (NPLs) as high as 36 percent of total in 1995, these have since come down to 5-6 percent since
1999 and even less in 2004 (based on preliminary 3Q 2004 data).” Tighter classification standards and
practices have given greater credence to these figures, although there are still risks of miscalculation
resulting from overvaluation of collateral, difficulties repossessing and selling collateral when

® Among the 20 banks, one is in administration and subject to tightened supervisory control.
7 Some of the figures in the late 1990s and early 2000s may underestimate the real NPL figures. However, since
2002, there has been a tightening of loan classification standards and practices.
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difficulties of loan performance arise, rollovers, and inaccurate accounting. Nonetheless, with
tightened discipline on the loan quality side, reported NPLs are relatively low, at 10-15 percent of
capital. A stricter prudential framework reinforced by better banking supervision has helped with this
process.

=  Third, there has been steady movement towards higher capital requirements, reinforced by strict
observance of capital adequacy ratios, to send a signal to the public that banks are solvent and worthy
of confidence in their safekeeping capacity. This may also be a regulatory tool to promote further
consolidation, as well as to ensure that the public links higher capital requirements with the
introduction of the deposit guarantee fund, both of which become effective July 1, 2005.

Notwithstanding improvements and reforms, there are many weaknesses that persist. Full privatization of
the system by 2001 and efforts to attract strategic investment have not led to a surge of major banks into
the economy. Apart from HSBC (in Armenia since 1996), there are no major banks operating in
Armenia.® This is largely due to Armenia’s small population, limited purchasing power, small corporate
sector, and broad distrust of the public in banks dating back to the early 1990s. The right of the tax
authorities to garnish accounts adds to public distrust.

Meanwhile, the banks have little capital. Overall, banks averaged $4.85 million in capital as of year-end
2003,” although the average was expected to rise to about $6-$7 million by year end 2004. Armenia has
raised the required minimum from $1 million in 2001 to $2 million in 2003, and full compliance with a
minimum $5 million-equivalent is required by mid-2005 when a new deposit guarantee system becomes
operational. However, with average after-tax earnings of about $564,000 (2003), banks remain very small
and limited in their ability to provide anything but relatively small loans to the economy. While 2004
after-tax earnings are projected to be higher at nearly $1 million per bank, most of this has actually been
generated by HSBC and a few other banks through 2004. As of September 30, 2004, unaudited figures
show the top five banks’ after-tax earnings approximated $10.5 million, or $14 million in total on an
annualized basis. This is equivalent to 76 percent of total after-tax earnings, and would actually translate
into an average figure of less than $750,000 in after-tax earnings per bank through three quarters. Thus,
most banks remain limited in what they can do. Such small numbers also limit the range of products and
services offered by the banks. The requirements of the prudential framework, an inconsistent judiciary,
the inadequacy of the secured transactions framework, and limited familiarity with unsecured lending
have all constrained bank lending to date, notwithstanding increases in loan exposures in 2004.

Macroeconomic policies have led to lower inflation rates and a relatively stable exchange rate in recent
years. While the latter has broadly depreciated against the dollar in real terms until recently, the changes
in value have been in the single digit range in all years since 1999 except 2002. Meanwhile, average
inflation rates were negative in 1999-2000, and have not exceeded 4.7 percent since 1999. Considering
the depreciation of the DRAM against the dollar in real terms until late 2003, a comparatively low and
stable inflation rate has been a monetary policy success. However, it has not been without its
consequences, namely a high level of dollarization in the economy. More than 70 percent of banks’ assets
and liabilities are foreign currency-denominated, and this has partly reflected concerns about purchasing
power in the aftermath of the turbulent transition and subsequent ruble crises in the 1990s.

Under such circumstances, banks have relatively low levels of funding, particularly term funding (e.g.,
time deposits greater than one year, syndicated loans from abroad, bonds, equity). While deposits from
households and enterprises have increased in the first three quarters of 2004 to $426 million (from about

¥ Vneshtorgbank of Russia, with about $7-8 billion in assets (2003), recently bought the Armsavings Bank, and may
compete in some areas with HSBC and others. However, they were not yet competing actively in late 2004.

? Financial figures are derived from International Financial Statistics of the IMF. Balance sheet figures are in local
currency, and converted to dollars using year-end exchange rates. Any income statement figures are converted to
dollars using average exchange rates.
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$323 million at year-end 2003), this still translates into only about $22 million per bank. This has meant
the banks generally lack a large quantum of available resources for on-lending to the real sector, also
culminating in high interest rates charged on loans and resulting net spreads (given low interest paid on
deposits).

Beyond the resource constraints (albeit being liquid according to regulatory ratios), the banks have been
hesitant about lending due to the comfortable spreads earned on safe securities, and the costs and potential
risks associated with loan exposures. As of year-end 2003, banks had only $183 million in loans
outstanding to enterprises (including NBFIs) and households, or about $9 million per bank. However, as
interest rates have begun to come down in 2003-04, the banks have shown a willingness to lend more.
Thus, as of 3Q 2004, bank loans had increased to $264 million by 3Q 2004, for an annualized average of
nearly $15 million per bank (compared with only $9 million at year-end 2003).

With loan interest rates at 21-22 percent in 2003, loans were expensive for most borrowers. Although T-
bill rates have come down, loan rates have stayed roughly in the range of 2003 lending rates. Local
currency loans in 2004 have ranged from 16-23 percent for enterprises and 20-29 percent for individuals,
while dollar loans have been 18-21 percent for enterprises and 22-25 percent for individuals. In effect, the
market risk premium has not come down significantly despite improving macroeconomic conditions. This
may simply be due to demand in the market, with customers willing to absorb the costs due to the rapid
turnover of goods (if a commercial trade enterprise) or desire for increased consumption of appliances,
vehicles and other consumer goods (if individuals or small enterprises).

Because banks are small and limited in their array of services, their earning asset base is small, making
growth a more difficult challenge. This is further compounded by the scale of most private businesses,
which are small in size, and therefore have limited assets to collateralize for secured loans. With tighter
prudential norms now in place and enforced, this makes banks more risk-averse, and wary of lending.
When they do lend, loans are rarely for large enough amounts or for long enough maturities to meet SME
needs for investment and growth, particularly as collateral enforcement is difficult even when the
enterprises have the assets to pledge. Thus, small businesses have had little incentive to place funds with
banks, as their access to loans and other products/services is limited. This is beginning to change, as
banks are showing an increasing willingness to lend in 2004. Moreover, with growing use of plastic (debit
and credit) cards, banks are now beginning to offer more products and services. Nonetheless, with less
than 500,000 bank accounts in the entire country'’, most people remain outside the banking system. Even
when funds are transferred through banks (particularly via their money transfer systems, such as Western
Union and Money Gram), the recipients of these funds do not place them in accounts."'

Apart from the banks, there is virtually no capital markets activity. A few of the larger enterprises are
reported to be able to borrow from abroad. (Non-bank private entities had $396 million in gross external
debt at year end 2003, about 22 percent of gross external debt and 31 percent of net external debt after
accounting for foreign assets.'?) In some cases, this is because the prudential norms limiting the size of
individual loans to 20 percent of capital have meant that loans are not large enough for enterprise
investment needs—based on year-end 2003 figures, this would put a ceiling of $970,000 on the average
bank," and a projected $1.2 million for year end 2004.'* Moreover, given that only seven banks had more
than $6 million in capital as of 3Q 2004, most of the banks have lending limits of less than these figures,

12 According to CBA, there were 405,600 customers and 406,800 accounts in the banking system at year-end 2003.
' This is typical of most remittance flows, as they generally serve as income supplements from family abroad.

12 See Armenian Trends, 02 04, AEPLAC.

" Average capital at year-end 2003 was $4.85 million. At a 20 percent ceiling for single external borrower exposure
limits, this would equal $970,000. This has increased in 2004 with banking sector growth in assets and capital.

' Capital for year 2004 is estimated to be about $120 million, depending on which capital measures are utilized
from September 30, 2004 figures. This approximates $6.0 million per bank. A 20 percent exposure limit would bring
the exposure limit on individual loans to $1.2 million.
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and thereby lack the resources to cater to the larger enterprises. On the other hand, most enterprises are
small-scale and have been unable to borrow. The result is that lending to the enterprise and household
sectors in Armenia (including NBFIs) was only 6.4 percent of GDP in 2003, with another $52 million
(1.8 percent of GDP) representing bank claims on government. Initial projections for year end 2004 put
these figures at $284 million in lending to enterprises and households, or about 9 percent of GDP. Thus,
there is progress, but it still represents very little banking sector penetration in the economy at large.

Such low levels of lending are actually indicative of a cash-based economy that largely operates outside
formal channels. The informal economy is estimated to approximate 46 percent of GDP." One source'®
reports that 81-85 percent of enterprises’ financing (working capital and new investment) comes from
internal sources and retained earnings. Only about 4 percent comes from bank borrowings. Thus, there is
very limited credit from banks, and other non-bank suppliers likewise provide very little trade credit.
Almost all sales and purchases (94 percent) are made in cash.

The following table illustrates some fundamental measures of financial sector depth (discussed more
broadly in Annex 6). From the trends, it shows that Armenia’s economy and banking system have
strengthened since 1998, but that intermediation rates remain low. In fact, Armenia’s broad money-to-
GDP ratio of 14.7 percent of GDP (2003) places it at the lower end of transition economies.'” The bank
assets-to-GDP ratio likewise confirms this position.

15 See Doing business in 2004, World Bank, 2004.

'® See EBRD-World Bank Business Environment and Enterprise Performance Survey (2002). Results may be
slightly different today, although banking data do not show a major increase in outstanding loan figures.

7 Only Georgia, Tajikistan, Uzbekistan, and possibly Serbia and Montenegro and Tajikistan have broad money-to-
GDP figures lower than those in Armenia. Azerbaijan and Armenia are similar. (See Table 6.2 in Annex 6.)
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TABLE 2.2: MONETARY AND BANKING PENETRATION INDICATORS (1998-2004)
11998 1999 2000 2001 2002 2003 2004
Banking Indicators:
Banking Assets $2431 $287.8 $347.8 $332.7 $376.3 $460.4 $733.5(e)
Bank Assets/GDP 12.85% 15.59% 18.20% 15.71% 15.90% 16.47% 21.39%(e)

Monetary Indicators:
Broad Money in $ millions $191.2 $2059 $279.1 $284.6 $368.9 $402.8 $462.2

Broad Money to GDP: 10.11% 11.16% 14.60% 13.43% 1559% 14.41% 14.67%
o/w currency outside

banks 433% 4.32% 577% 553% 6.53% 569% 4.84%
o/w DRAM deposits 1.69% 1.39% 1.67% 157% 2.65% 252% 2.23%
o/w foreign currency

deposits 408% 546% 7.16% 6.34% 6.41% 6.21% 7.60%

Notes: Bank asset and GDP figures are from IFS from 1998-2003, while 2004 figures for bank assets
are year-end estimate based on September 30 data from CBA. CBA bank asset figures are higher, and
would approximate 18 percent of GDP in 2003. Monetary and GDP figures for 2004 are projections for
the year or at year end from IMF. Broad money figures are from CBA, while broad money percentages
are derived from CBA (1998-2000) and IMF/IFS (2001-04).

Sources: IMF, CBA, author’s calculations

2.1.3 Incomes, Poverty and Development

Armenia has benefited from increases in real GDP growth since the mid-1990s. However, per capita
incomes remain low, at about $900 (2003). On a purchasing power parity basis, the figures are higher, at
$3,770 in 2003, up from $3,230 in 2002." These figures have been rising gradually, including
preliminary estimates for 2004 of per capita incomes approximating $1,000, which would likely propel
PPP incomes per capita to above $4,000. Furthermore, there are other indicators of well-being, such as
high literacy rates (99 percent in 2001, and nearly 100 percent for youth) and life expectancy at 75 (2002).
Nonetheless, income figures are low, and other indicators point to the prevalence of poverty—43-49
percent live below the poverty line (2002-03 data), 51 percent of the population is below recommended
minimum dietary levels, and Armenia’s 3.4 percent infant mortality rates are higher than norms in
transition countries (on average) as well lower-to-middle income countries around the globe.

Average real growth (on an unweighted basis) from 1998-2003 was 8.8 percent, and a 7 percent growth
rate was projected for 2004.%° (As of late 2004, these projections were being revised upward to as high as
9 percent.) Real growth has been particularly strong since 2001, essentially in double digits. This has
translated into a sizeable percentage increase in per capita incomes, rising from about $500 in 1996-97 to
$894 in 2003*' and a projected $996 (or more) in 2004. As there are differences in figures from various
sources, per capita incomes are now expected to exceed $1,000 from 2004 on. However, even if
impressive in terms of growth, Armenia remains far behind most countries in terms of per capita GDP.
Assuming the projected figure for 2004 is met in Armenia, this would be higher only than GNI per capita

18 ppp figures are from 2003, as cited in World Development Report 2005, World Bank, 2004.
1 ppp figure for 2002 from World Development Indicators, World Bank, 2004.

20 See “Fifth Review Under the Poverty Reduction and Growth Facility”, IMF, May 2004.

! Measures vary. The World Bank reported GNI per capita at $950 for 2003.
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in Azerbaijan ($810), Georgia ($830), Kyrgyz Republic ($330), Moldova ($590), Tajikistan ($190),
Ukraine ($970) and Uzbekistan ($420) when compared with 2003 data from the other transition
economies.”

Meanwhile, income distribution remains a challenge, as an estimated 49 percent of the population remains
below the poverty line of $21 per month, of which 17 percent live in extreme poverty at $14 or less per
month.”* (Recent data from the 2003 living standards data show a decline to 43 percent below the poverty
line, and extreme poverty of 7.4 percent. However, the Ministry of Finance disputes this, and believes the
ratios are higher, albeit possibly lower than the 2002 figures.) Based on consumption patterns, the highest
quintile accounts for 45 percent of consumption, whereas the lowest quintile accounts for only 7 percent
of total consumption. The overall Gini income coefficient of 45 percent indicates a fairly high level of
income inequality.”* In particular, extreme poverty and high structural unemployment (based on living
standards surveys) are most pronounced in urban areas apart from Yerevan. The war with Azerbaijan over
Nagorno-Karabakh has intensified these problems, as it displaced some people, triggering a flow of
refugees that added to the ranks of the poor. Moreover, the conflict has since interfered with traditional
trade patterns and transport routes, as borders with both Turkey and Azerbaijan have been closed. This
has added 10-18 percent of GDP in costs for merchandise trade transactions, largely in the form of higher
transport costs through Georgia.” It is also a reason for low levels of foreign direct investment into the
economy, notwithstanding the significant inflows of financial assistance from the diaspora community.

Broad money approximated $403 million at year-end 2003, about $135 per capita, a small base for
economic development. (The projected figure for year-end 2004 is about $462 million, or about $150 per
capita.) While 2003 purchasing power parity figures show higher financial measures—nearly four times
GDP per capita figures at $3,770—the economic base is still small and largely informal. As noted above,
about 46 percent of the economy is considered to be in the grey market, and almost all transactions are
conducted in cash. Armenians rely partly on remittances from abroad for subsistence, and net current
private transfers have exceeded foreign direct investment figures for years.”® This trend is expected to
continue for the foreseeable future, thus adding to the cash-oriented nature of the economy. In general,
most real sector transactions are carried out by individuals and businesses that have traditionally bypassed
the banking sector. This is partly due to poverty at the base level, partly the result of shaken confidence
after the transition, and largely due to efforts to avoid paying taxes. Notwithstanding some encouraging
trends and structural reforms in recent years, financial indicators show only nascent financial sector
development. Poverty remains widespread, investment prospects are still weak, and many households
remain dependent on remittances that could slow if the Russian economy were to face difficulties. The
economy is also vulnerable to price swings in the wheat and diamond markets—the former can lead to
rapid price increases internally (as in 2003), while any decline in international diamond prices would
adversely affect what has become the source of about half of Armenia’s merchandise export earnings in
recent years. These and other issues are discussed below.

222003 figures for countries from World Development Report 2005, World Bank, 2004.

* These are 2002 figures from the 2001-02 living standards survey, cited in the Country Assistance Strategy of the
World Bank, May 2004. The monthly benchmark figures changed slightly in 2004 based on the 2003 living
standards survey, to $23.53 and $15.65 per month-equivalent, respectively, for poverty and extreme poverty.

** See “Country Assistance Strategy for Armenia”, World Bank, May 20, 2004.

> See “Country Assistance Strategy for Armenia”, World Bank, May 20, 2004.

%6 Officially recorded remittances (net private transfers) may be well below the actual flow of remittance income
from abroad. One report cites current remittance flows at about $900 million, or nearly seven times the official
figures reported in 2003. See “Remittances in Armenia: Size, Impacts and Measures to Enhance Their Contribution
to Development”, Bearing Point (under contract to USAID), October 1, 2004.
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2.2 ECONOMIC STRUCTURE

2.21 Sector Distribution of the Economy

Armenia’s economic structure has been relatively diversified and balanced, and growth in recent years
has been in food production, light manufacturing, construction, and services. There are some encouraging
signs with regard to types of imports (intermediate and capital goods) that point to future competitiveness,
although Armenia is still vulnerable to price swings or supply constraints in the international diamond
market, which accounts for about half of merchandise export earnings. While diamond
production/processing have been positive in boosting jobs, output and incomes, the high proportion
relative to merchandise transaction values does subject Armenia to some of the vulnerability that other
economies face when heavily dependent on one or two commodities, as is so prevalent in Russia,
Azerbaijan, and some of the Central Asian economies. However, with export growth also occurring in
mineral production, food processing, light (non-precious) metals, and textiles, there are prospects for
reduced dependence on diamond-related earnings over time. The decline in diamond imports from Russia
in 2004 will test this, although this will also likely lead to reduced exports to Belgium and Israel which, in
recent years, have become Armenia’s major destinations for merchandise exports.

Notwithstanding improvements in economic structure and the business environment, Armenia continues
to face many challenges. Because Armenia lacks critical strategic resources, it is more difficult to attract
needed investment that would generate export earnings for sizeable increases in income and GDP. With a
small population in a landlocked country that is mountainous and limited in natural resources, there are
fewer incentives to invest than in other markets. Moreover, the continued border restrictions with
Azerbaijan and Turkey add to transport and other costs, making it more difficult to be competitive and
adding to the risk premium associated with any investment. These tensions are further compounded by
political tensions between Georgia and Russia (Armenia’s main route for exports to Russia), international
concerns about Iran (as another potential outlet route for goods), and the generally high cost of transport
to/from and maritime shipping from the Poti port in Georgia,”” on which Armenia depends for
merchandise exports. On the other hand, Armenia is showing increased evidence of export
competitiveness in its medium-sized enterprise sector, and trade continues to increase with EU and other
Western markets. As a reflection of this, Belgium (18 percent), the UK (10 percent), the US (8 percent)
and Germany (5 percent) represented four of the six leading export markets for Armenia in 2003, with the
EU and US accounting for 46 percent of total exports and 37 percent of total imports.

Based on 2003 data from the National Statistical Service, agriculture accounted for 21 percent of GDP, a
figure that continues to decline (e.g., from 41 percent in 1995 and 31 percent in 1998). The percentage
decline reflected the overall decline in the primary sector through 2000, as agricultural output actually
decreased on a value basis from $585 million-equivalent in 1998 (including forestry) to $445 million-
equivalent in 2000. However, figures since 2001 have shown improved agricultural output, partly
triggered by rising competitiveness and exports in the agro-processing sector. Projections from the World
Bank show agriculture at about 23-24 percent of GDP in the medium term, which portends overall output
gains from about $600 million in 2003 to $949 million by 2007.* Growth has come from rising volume
of horticultural products and some dairy, although severe frost periodically cripples fruit production and
the country remains dependent on grain and cereal imports. Recent liberalization of the land market may
stimulate investment into the sector, although most agriculture remains small-scale and limited in terms of
commercialization.

7 See A. Iskandaryan, “The Economic Costs of Being a Landlocked Country,” Armenia Trends, Q2 04, AEPLAC.
2 Percentage growth figures cited from World Bank (CAS, 2004), and applied to dollar-based GDP figures
projected by IMF. However, NSS cites agriculture at 21 percent of GDP as compared with the Bank’s 24 percent
figures.
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After a difficult period for the industrial sector, industry appears to be gaining competitiveness. Like its
counterparts in several CIS economies, Armenia experienced a difficult period in the industrial sector
characterized by layoffs, severe under-utilization, ineffective restructuring exercises, and disappointment
in attracting investment and know-how for turnaround. However, aggregate industrial output along with
the industrial sector’s share of GDP have both been increasing in recent years. According to NSS,* the
industrial sector accounted for 21 percent of GDP in 1999, or about $390 million. This has steadily risen
in dollar value to $558 million, although the industrial share of GDP at market prices was estimated to be
only 20 percent as of 2003.%° Sectors that have done comparatively well in recent years are consumer
goods, food processing, beverages, non-precious metals (metallurgy), polished diamonds (jewelry
production), and mining. Some building materials, home furnishing, and construction implement
categories have shown growth due to the construction boom of the last two to three years (e.g., road
construction, housing). The role of foreign investment has been helpful in some of the mining and
manufacturing sectors, whereas non-investment (grant) financing from the Lincy Foundation has been a
major source of funding for road and other construction.

Services have shown growth as well in Armenia, a trend that is consistent with most CIS economies as
well as economies around the globe. In this regard, the key challenge is the actual value-added from those
services. In Armenia’s case, construction has been the major driver in services growth. According to NSS,
services continue to show steady growth as a share of overall GDP. In percentage terms, services have
increased from about half of GDP in 1998 to 60 percent in 2003. This has translated into a value increase
from $931 million in 1998 to $1,648 million in 2003.>' Key drivers for growth are expected to be
transport and telecommunications (particularly if border tensions ease in the region), retail trade, real
estate development (mainly housing), and potentially financial services.

Financial services only account for about 1.3 percent of GDP, equivalent to about $37 million in 2003.
This trend has shown a gradual decline over the last decade, owing to efforts to tighten standards and
conditions as a basis for improving quality and prospects for sustainability. Output has been almost
exclusively recorded as credit, with virtually no contribution to GDP from insurance or other sectors. The
following table shows shares of GDP in dollars by sector, as well as a general sector distribution.

%% There are significant differences in NSS sector distribution percentages when compared with World Bank
distributions, which put the industrial sector at far higher shares than does NSS. However, because NSS data are
more abundant, they are used. Efforts to reconcile differences between World Bank and NSS methodologies could
not be finalized due to the lack of available information.

3% By contrast, the World Bank puts these figures at 32 percent of 1999 GDP, or $591 million. According to the
Bank, this has since risen to about 41 percent of GDP in 2003, or equivalent to about $1,146 million in output.

*! The World Bank’s data show different trends. In general, aggregate figures show that services have begun to
decline as a share of GDP in Armenia, from 39 percent in 2000-01 to about 35 percent in 2003. However, according
to the Bank’s statistics, this reflects more the restoration of industrial production, rather than a decline in services
output. In total value, Bank figures show services increased from $720 million in 1999 to an estimated $979 million-
equivalent in 2003. Leveling off at a projected 35 percent of GDP through 2007 would bring services output to $1.4
billion that year, less than the figure cited by NSS for 2003.
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TABLE 2.3: ECONOMIC STRUCTURE (1999-2004)

(millions of US$) 1999 2000 2001 2002 2003 2004
Agriculture $497.5 | $443.7 $541.0 | $556.0 $598.0 | $469.5
Industry $390.4 $418.1 $425.9 $448.1 $557.9 $819.3

$1,151. $1,648.

Services $957.5 $1,049.7 | 5 $1,3722 | 9 $1,862.2
Financial Services $39.0 $35.7 $39.8 $36.1 $37.3 N/A
Construction $153.2 $197.1 $205.7 $300.4 $435.7 $330.9

Transport/Communications | $139.8 | $138.1 $148.6 | $145.9 $164.3 | $132.3
Trade $166.4 $179.7 $215.2 $251.2 $300.1 $349.8
Government/Social

Services $314.4 | $333.0 $344.7 | $402.6 $446.1 N/A
Other $144.7 | $166.1 $197.5 $236.0 $265.4 N/A

TOTAL GDP at Market

Prices $1,845 $1,912 $2,118 $2,367 $2,796 $3,151

As percent of GDP at Market Prices:

Agriculture 27.0% 23.2% 25.5% 23.4% 21.3% 14.9%

Industry 21.2% 21.9% 20.1% 18.9% 19.9% 26.0%

Services 51.9% 54.9% 54.4% 57.7% 58.8% 59.1%
Financial Services 2.1% 1.9% 1.9% 1.5% 1.3% N/A
Construction 8.3% 10.3% 9.7% 12.6% 15.5% 10.5%

Transport/Communications | 7.6% 7.2% 7.0% 6.1% 5.9% 4.2%
Trade 9.0% 9.4% 10.2% 10.6% 10.7% 11.1%
Government/Social

Services 14.7% 17.0% 17.4% 16.3% 16.9% N/A
Other 7.8% 8.7% 9.3% 10.0% 9.5% N/A

TOTAL 100.0% | 100.0% 100.0% | 100.0% 100.0% | 100.0%

Notes: dollar figures derived from NSS sector GDP figures; 2004 figures are based on preliminary

projections for the year (IMF), and sector distribution as of August 31, 2004 (NSS); Financial

Services are credit and insurance based on National Statistical Service figures

Sources: National Statistical Service, IMF, World Bank, author’s calculations

2.2.2 Leading and Lagging Sectors

In the last two years, real GDP has increased 12.9 percent (2002) and 13.9 percent (2003). Early estimates
for 2004 point to real GDP growth of up to 9 percent. The highest levels of sector growth have been
recorded in construction and industry. Construction, in particular, has grown substantially, at 47.0 percent
and 44.4 percent growth, respectively, in 2002-03. This has mainly been to build roads throughout the
country, as well as for home/apartment construction (mainly in Yerevan). This has served as an important
source of funding for interim employment, helping to reduce poverty (at least for the time being) and
improve transport and distribution networks. It also has been a key point of consumption for building
materials, namely cement, steel products, and some electrical and plastics. Thus, growth in construction
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has been a catalyst for industrial growth, which experienced annual real increases of 14.2 percent and
15.4 percent, respectively, in 2002-03. Preliminary indications point to a possible slowdown in 2004 after
major activity in the previous two years. Approximately half of construction activity is housing-related,
and there is reported to be substantial unrecorded activity in the sector as well.

Additional growth in the industrial sector has come from consumer goods, food processing and beverages,
metals, jewelry production, tobacco, textiles and other activities. Only the chemical industry appears to be
in a steady state of decline, although it is now showing some increases in output (in 2003). Preliminary
indications for 2004 show that industrial output has increased significantly, thus continuing an upward
trend that has been sustained for several years. This is particularly encouraging in light of the decline in
imports of diamonds from Russia in 2004.

In 2002, commercial trade also increased substantially, by 15.2 percent (after buoyant real growth in 2001
of 15.5 percent). However, growth slowed to 8.2 percent in 2003, less than overall real GDP growth.
Commercial trade continues to grow as a share of the economy, as shown by modest growth in 2004.

Transportation and communications have shown fluctuation, with high growth in 2001 (16 percent),
slower growth in 2002 (6 percent), and then higher growth again in 2003 (10.1 percent). There has been a
decline in 2004, likely related to the impasse regarding the telecommunications monopoly (through 2013)
that was recently resolved between the Government and Armentel.

In general, all major sectors have shown real growth since 2001. However, agriculture has experienced
the weakest levels of real growth, at about 4.4 percent in 2002-03 (after 11.6 percent real growth in 2001).
There may have been a decline in 2004 from 2003 levels, although seasonality issues may level these
figures by late 2004. In any event, there is a very real possibility that the rural economy is suffering an
outflow of people to Yerevan and other countries, thereby reducing fundamental productivity and
potential for output.

Other services have shown slow but steady real increases, at 7.2 percent in 2002 and 7.5 percent in 2003.
Financial services have generally stagnated in terms of DRAM output, although this has very likely
increased in 2004 with the growth of credit activities.

In terms of employment, construction has served as a catalyst for growth. However, official statistics
appear to underestimate these figures, probably due to the amount of informal contracting taking place. In
fact, through 2002 (the last year for which sector distribution data are available), construction showed
declines each year from 1999. This does not appear accurate, particularly with trends in the last two years.
In general, employment data are not considered reliable, as noted below with regard to the variation of
unemployment figures.

Investment figures by sector are also considered unreliable, incomplete or out of date. However, food
processing, construction, mining, precious and semi-precious stones, textiles and other export-oriented
and high growth domestic sectors have increased investment. Likewise, banks have increased investment
in systems technology and networking, making plastic cards available to the public and better MIS for
reporting purposes. Retailers have also invested in POS terminals as systems technology has become
increasingly available and affordable.

2.2.3 Employment and Productivity

Unemployment statistics are uncertain, as are underemployment indicators. With nearly half of the
economy in the informal sector, a significant amount of work and number of transactions occur off the
books. Thus, formal unemployment data do not capture economic impact.

In general, the labor force and number of employed continue to decline in Armenia. Official statistics
indicate the unemployment rate has been relatively stable, ranging from 9-12 percent since 1996, and
estimated at 10.1 percent at year-end 2003. About 1.1 million are employed, while about 125,000 are
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unemployed (depending on circumstances). However, the living standards survey conducted in 2001-02
shows unemployment rates of approximately 30 percent of the labor force, with rates as high as 40
percent in cities and towns outside of Yerevan. More recent estimates put the figure at about 30 percent in
Yerevan,”> which may mean that unemployment is actually higher overall. At 30 percent, this would
mean that as many as about 400,000 people remain unemployed, rather than the official figure of 125,000.
It is noteworthy that the labor force figure declined from more than 1.4 million in 2002 to 1.2 million in
2003.” This suggests that about 200,000 unemployed were no longer recorded as they stopped looking
for formal employment. Along with the 125,000 officially recorded as unemployed, this would bring the
unemployment rate to more than 20 percent. If this figure is added to others who earlier ceased to be
recorded, the 30 percent estimate becomes more plausible, particularly as the labor force-to-total
population ratio is very low (38.5 percent). The debate is made all the more confusing when reviewing
labor scarcity trends in construction and other more buoyant sectors of the economy and the wage
increases that were reported in 2003-04, raising the possibility that official unemployment figures may
not be wholly inaccurate.

Based on 2002 employment data, agriculture and services were the main sectors of employment,
accounting for about 1.14 million jobs, or 89 percent of total employment (in 2003). Agriculture
represented about 500,800 jobs in 2002, or about 39 percent of total. Industry provided 143,100 jobs. The
industrial sector has experienced declining jobs since 1998 despite steady increases in output. Thus, the
industrial sector accounted for only 11 percent of total employment. Services accounted for the rest, with
the largest single sector being education, culture and art at 138,300. Commercial trade provided 99,600
official jobs. Government (public sector) was not a large employer, as it had only 23,800 staff. However,
this appears to be inaccurate, given that so many of the services that are run as non-commercial
organizations are supported by government budgets. A separate estimate put aggregated public sector jobs
(including non-commercial organizations) in total at 23.3 percent of employees in 1Q 2004, or about
255,000 jobs.**

Overall productivity has increased significantly in the industrial sector, while there have been more recent
productivity gains in agriculture after a decline in 1999-2000. Meanwhile, services have shown fairly
consistent increases through 2001, and then a leveling of individual productivity in 2002. The real gains
have shown up in the industrial sector, with per capita output about 1.7 times the overall average. The
following table highlights employment, productivity and labor force trends.

32 See D. Melikyan, “An Overview of the Yerevan Labor Market”, Armenia Trends, 02 04, AEPLAC.

33 This number continues to decline, and was reported to be 23,500 less as of 1Q 2004, bringing this to 37.7 percent
of the resident population. See Armenia Trends, Q2 04.

3 At 1Q 2004, the total active population was 1,212.9 thousand, of which 90.2 percent were employed (about 1,094
thousand). Of these, 23.3 percent were employed in the public sector, or 254,910. See H. Khachatryan, “The
Macroeconomic Situation in Armenia During January-March 2004”, Armenia Trends, Q2 04, AEPLAC.
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TABLE 2.4: EMPLOYMENT, PRODUCTIVITY AND LABOR FORCE TRENDS (1998-2003)

1998 1999 2000 2001 2002 2003
Total Employed by Sector (thousands):
Agriculture 567.8 562.4 566.7 570.0 500.8 N/A
Industry 209.4 195.2 179.7 169.6 143.1 N/A
Services 560.1 540.6 531.3 525.3 638.0 N/A
TOTAL EMPLOYED 1,337.3 1,298.2 1,277.7 1,264.9 1,281.9 1,107.6
Proportional Share of Employment by Sector:
Agriculture 42.5% 43.3% 44.4% 45.1% 39.1% N/A
Industry 15.7% 15.0% 14.1% 13.4% 11.2% N/A
Services 41.9% 41.6% 41.6% 41.5% 49.8% N/A
TOTAL EMPLOYED 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
GDP per Employee per Sector:
Agriculture $1,028.0 $884.6 $783.0 $949.1 $1,110.2 | N/A
Industry $1,797.2 $2,000.3 | $2,326.6 | $2,510.9 | $3,131.5 | N/A
Services $1,664.3 $1,771.2 | $1,975.8 | $2,192.1 $2,150.8 | N/A
WEIGHTED AVERAGE | $1,414.9 $1,421.6 | $1,496.1 $1,674.8 | $1,853.8 | $2,524.4
General Demographic and Labor Figures:
3,212,20
Total Population 3,798,200 | 3,803,400 | 3,213,000 | 3,213,000 | 3,210,800 | O
Working Age 2,245,800 | 2,283,500 | 2,350,700 | 1,932,600 | 1,968,100
Population N/A
1,236,40
Total Labor Force 1,476,400 | 1,462,400 | 1,447,200 | 1,411,700 | 1,415,600 | O
Registered
Unemployed 139,100 164,200 169,500 146,800 133,700 124,800
Unemployment Rate 9.4% 11.2% 11.7% 10.4% 10.8% 10.1%
Pensioners—NSS 512,200 520,000 499,900 427,500 425,900 N/A
Beneficiaries—SSIF N/A N/A N/A N/A 485,500 485,800

Notes: In GDP per Employee per Sector, taxes are not included as part of Government employees’
output measure; pensioners are “over able-bodied age” according to NSS at year end; beneficiaries
are those receiving benefits payments (of any kind) according to the State Social Insurance Fund.
Among these, old-age pensioners are estimated to number about 383,500 (2002), with the other
100,000 or so comprised of the disabled, widows, orphans and others.

Sources: National Statistical Service, author’s calculations

One additional point regarding the labor force is the estimated number of pensioners. As of 2003, there
were about 426,000 of them, representing a steep decline from 1998-2000 figures. This approximates 13.3
percent of the total population, and points to the need to consider pension reform for future generations.
(SSIF figures indicate that 14.3 percent of the “labor force” is between 64 and 74 years of age, thus of
retirement age. In total, and allowing for an earlier retirement age for women and qualification as well for
a minimum 20 years of service, this equates with 12.4 percent of the male labor force and 4.3 percent of
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the female labor force.) While pension costs have generally ranged from 3-4 percent of GDP since 19981
2003,* which is not high and has been offset by a small deficit relative to collections, the actual amount
of benefit paid to the average pensioner is low. Moreover, because Armenia has lost (at least temporarily)
a substantial portion of its younger and potentially upwardly mobile labor force, the PAYG system will
eventually run into difficulties meeting the payments it is required to make even with a decline in
pensioners. There is already a deficit of contributors relative to those collecting, and contributions are
considered to be a fraction of requirements. Many people outside the official labor force subsist on
agriculture, small trade and light services. This provides a bit of a social safety net. Likewise, remittances
from Russia and elsewhere have substantially helped. However, with per capita incomes still relatively
low and life expectancy of 75 years, reforms will be needed for long-term sustainability. These issues are
discussed more fully in Annex 9.

2.3 PRIVATE SECTOR DEVELOPMENT

2.3.1 General Strategy for Private Sector Development

The Government issued a poverty reduction strategy paper in 200336 to map out a long-term approach to
help eradicate poverty. Key goals and objectives focus on the reduction of poverty and inequality, both in
the economic and incomes sphere as well as health, education and water quality. Key targets by 2015
include:

= Per capita PPP incomes of $6,775.

=  No more than 19.7 percent of the population living in poverty.

= No more than 4.1 percent of the population living in extreme poverty.

= Reduced income inequality, with a Gini coefficient of no higher than 44.6 percent (income basis).

The strategy depends on macroeconomic stability and private sector development as one of its key
components, with further development of the financial sector being one of the key factors for overall
private sector-led economic growth. Major features of the poverty reduction strategy include:

= Sustainable economic growth and jobs creation resulting from macroeconomic stability and private
sector development, largely predicated on an improved business and investment climate.

= Better governance, based on implementation of the government’s anti-corruption strategy along with
gradual movement to e-government (use of “redistribution technologies”).

= Improving social safety nets with more efficient administration and management of social assistance
and social insurance.

= Implementing prudent fiscal policies, including improvements in tax and customs administration.

= Fostering an environment that leads to an increase in rural incomes, and permits the self-employed
and micro-enterprise sector to grow.

= Improving public and social infrastructure, with strong emphasis on health, education and access to
clean drinking water.

33 Ratios based on State Social Insurance Fund expenditure divided by GDP at current market prices from NSS data.
Ratios were 3.05 percent in 1998, 3.78 percent in 1999, 3.63 percent in 2000, 3.52 percent in 2001, 3.38 percent in
2002, and 3.44 percent in 2003.

3% See “Poverty Reduction Strategy Paper”, Government of Armenia, 2003.
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The role of the financial sector is mentioned sparingly in the document. Key points include the need to
increase access to finance, and many of the firm-specific weaknesses and legal/judicial constraints that
impede lending, secured transactions, and investment. Pension reform is noted as part of the larger effort
to strengthen social and incomes policies. Other indirect references would emerge from the
implementation of strategies, such as fiscal and debt policies that would affect the government securities
market, improvements in the business and investment climate that might portend the issuance of corporate
bonds and equities, and fiscal decentralization that may lead to opportunities concerning the municipal
finance market.

2.3.2 Constraints to Private Sector Development

Armenia has made progress in terms of macroeconomic stability, with declining inflation rates, lower
fiscal deficits, and manageable levels of debt. Structural reforms have also helped with business
establishment, permits and licensing, etc. However, there are many persistent problems that slow further
growth. Apart from financing issues, which are very briefly mentioned here and described in greater
detail throughout the report, these include:

= Weak purchasing power. With PPP per capita incomes of only $3,770, this limits opportunities for
sales. The aggregate figure has declined due to the out-migration of about 700,000 people in the last
decade. While many of these are working abroad and sending back funds to family (for income
supplements as well as investment into businesses), the remaining population of 3.1 million (or less,
depending on estimates and season), remains relatively poor or lacking income and consumption
capacity. As a result, the top quintile of the population accounts for 45 percent of total consumption.
By contrast, in 2002, 17 percent of the population lived on $14 or less per month, and 49 percent of
the population lived on $21 or less per month.

= Limited resource base. Armenia is a mountainous, landlocked country, lacking in strategic
commodities and poorly endowed in terms of natural and energy resources. This serves as a
disincentive to investment and growth prospects. Periodic earthquakes also add to operating risk,
particularly concerning industrial enterprises that would require major investment in fixed assets and
have high property and casualty and catastrophic risk insurance costs.

= Political risk. Armenia’s borders with Turkey and Azerbaijan have been closed as a result of the
recent conflict in Nagorno-Karabakh and other issues that have persisted for decades. The immediate
economic effect on Armenia is that closed borders have added a political risk premium to investment,
and the cost of international trade has increased 10-18 percent of GDP (2003)37 as a result of illicit
payment requirements for transport of merchandise to/from Georgia.

= Sensitivity to international grain prices (and impact on local inflation rates). This is a periodic risk
that can challenge macroeconomic stability. As an example, higher prices for imported wheat flour
and cereals raised year-end CPI inflation rates to 8.6 percent in 2003 against a planned rate of 4
percent.

= [nterim dependence on grant financing. Six percent of 2001-03 GDP has come from grant financing
from the Lincy Foundation, partly used to finance construction (on a tax-free basis). Other private
foundation sources of funding have also helped to supplement budgetary items. However, over time,
such grant financing can be expected to decline. This will require that Armenia expand the fiscal
base, and generate a more reliable revenue stream for needed expenditure.

= Weak and underdeveloped financial sector. Most enterprises are self-financing, with little contact
with formal financial institutions. Bank lending remains low, and banks in general remain small, at

37 Cited from Country Assistance Strategy, World Bank, May 20, 2004.
H
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about $25 million in assets on average in 2003. While this is projected to rise to about $39 million by
end 2004, most of the increase will be in HSBC and a small number of other banks, leaving most of
them with a very small asset base. Despite banks being small, the banking sector accounts for most
formal financial sector assets. The insurance sector is small and underdeveloped, which also limits the
array of products and services needed for companies to be more competitive. It also forces
dependence on re-insurers in EU and other markets, adding to costs for those taking out insurance
policies. The securities markets are limited in terms of turnover and capitalization, with no active
institutional investors and a very narrow array of instruments. Other financial services remain limited
as a share of GDP.

m  The scale of enterprise is small. Most enterprises in Armenia are micro or very small in scale. This
means the firms have limited assets to collateralize, often lack needed management and marketing
skills to convince banks of their prospective credit worthiness, and frequently cannot produce in the
volume needed for banks to believe it is worth the administrative cost of underwriting the loan. While
there are some fairly sizeable companies in Armenia, most are not. Even Armenia’s largest
companies are relatively small in reported sales. In 2003, the 15 largest companies (among those
reporting) averaged only $40 million-equivalent in sales. By global standards, this is small.

= Relatively weak levels of direct investment, and virtually no portfolio investment. Foreign direct
investment was only $136 million in 2003, of which $94 million applies to the debt-equity swap with
Russia. Portfolio investment was nearly zero. In general, Armenia’s direct investment figures have
been fairly low. This not only reduces financial flows, but also limits market linkages, management
and marketing know-how, and related systems and expertise needed for competitiveness. Likewise,
from the debt side, there is very little long-term funding with the banks, let alone from the banks.
There are no corporate bonds. Foreign borrowings make up for some of these gaps, but most
measures are low.

= Reliance on remittances. Armenians working abroad have benefited from the buoyant economy in
Russia. Should commodity prices drop and demand for Armenian goods and services diminish within
Russia, this would reduce a major source of funds (not all of which are captured in the balance of
payments). However, for the moment, this is not considered a potential threat, and much of the
economic and small-scale investment in Armenia is currently derived from these sources of funds.

= Weak capacity in the judiciary. Courts are generally viewed as slow, inadequate, and vulnerable to
corruption. There are concerns about a lack of independence, as well as influence peddling by
companies with close government contacts. Financial institutions criticize the courts as unreliable
with regard to loan recovery and contract enforcement. An inconsistently enforced legal framework,
inadequate creditor rights, and sheer capacity weaknesses in the settlement of contract disputes induce
risk aversion, thereby inhibiting lenders and investors from taking risk. Reforms are under way to
change this, but they will not likely resonate in the market until 2005-06.

= [nsufficient capacity in public administration, including customs and tax administration. With the
informal sector approximating 46 percent of GDP, much of this has to do with efforts to avoid tax
payments. Part of this evasion also relates to perceptions of corruption, unequal treatment, and poor
administration. Key weaknesses are found in tax administration, namely VAT, personal income and
payroll, and customs. Notwithstanding simplification of the tax code in 2000, there are reports of
excessive complications with regard to exemptions and corporate taxes.

= Telecommunications is considered sub-optimal. The monopoly position of Armentel (effective
through 2013 by original agreement, but recently amended to allow for issuance of a second mobile
license) has been considered a significant obstacle to competition, investment and service, thus
resulting in high costs and lower service levels than might be achieved with a more competitive
environment. Higher costs and insufficient service levels constrain market development and
enterprise competitiveness.
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= Transport and electricity costs are high and reduce competitiveness. Transport costs in Armenia are
more than double the world average, and high even by regional standards. This adds to the price of
imports, and makes it costlier and more difficult to compete in export markets. Electricity costs are
also considered high, and this makes it more difficult for industrial enterprises to be competitive in
export markets. In particular, high transport and electricity costs add to the competitiveness burden in
textiles, footwear, food processing, furniture manufacturing, and other industrial goods.™®

= Corruption in the public and private sectors add to overall costs in the economy. The government
adopted an anti-corruption strategy in late 2003, yet it will take time for incentives and behavior to
change. This is not only concerning tax inspections and other government functions, but also in the
private sector. This is also a regional issue, given similar problems in Georgia and the impact this has
on cross-border transactions.” Within Armenia, arbitrary and discretionary taxation provide no
consistency or protection for businesses with regard to cash management, budgeting and planning.
This keeps businesses informal and/or small and/or focused on high-turnover activities that conceal
assets to avoid unnecessary attention.” Such behavior is also reported to affect management and
administration of the PAYG pension system, with high levels of leakage reported.

Armenia has made some progress toward creation of an environment conducive to private sector
development. Licensing procedures have been simplified, resulting in business environment indicators
that show that business start-up is not too cumbersome (10 procedures in 25 days) or costly (8.7 percent
of per capita income, or about $68*"). This puts Armenia roughly in the middle of about 135 economies in
terms of procedures, and the lower end in terms of time and cost. Likewise, contract enforcement is
reported to be fairly efficient, involving 22 procedures in only 65 days at a cost of about $80. This is
reasonably favorable when compared to most other countries. Construction and building renovation
permits now take less time as well, and the number of goods subject to mandatory certification at the
border has declined. Amendments to the Law on Facilitated Tax are meant to simplify the tax payment
system for businesses with annual sales of less than $10,000-equivalent (DRAM 50 million).

Notwithstanding progress, there are still many problems reported with regard to the judiciary, levels of
corruption, creditor rights and debt recovery, and simple avoidance of governmental and bureaucratic
structures. Improvements to date in the business environment have not been enough to create a dramatic
shift from the informal to the formal sector. This has meant a perpetuation of the vicious circle whose
nexus is found in the weak fiscal position of the government and economy, and the relatively low
investment flows into the country. Likewise, many banks have complained about problems associated
with contract enforcement, namely when borrowers have defaulted on their loans. Thus, it is uncertain if
the figures above related to contract enforcement are directly relevant to larger issues affecting secured
transactions and the willingness of banks to lend. By extension, this has ramifications for minority
shareholder rights and equity investment in firms.

As for infrastructure, the government is slowly introducing less centralized and more market-based
approaches to service provision. In general, quasi-fiscal deficits have diminished significantly, although
there are still some weaknesses in the water sector. New regulatory approaches are being put in place for
energy, water and telecommunications. Privatization of Armelnet in 2002 has reduced losses in the

** See A. Iskandaryan, “The Economic Costs of Being a Landlocked Country”, Armenia Trends, Q2 04, AEPLAC.
** For instance, unofficial charges add 6-13 percent to rail charges and as much as 22-25 percent on land transport
costs for Armenian exports through Georgia. Figures like this for trade through Iran were not disclosed, although the
conclusion of the report is that direct access to Mediterranean ports through Turkey via rail would be the most
efficient method of facilitating international transactions for merchandise goods. See A. Iskandaryan, “The
Economic Costs of Being a Landlocked Country”, Armenia Trends, Q2 04, AEPLAC.

0 As of 2004, Transparency International ranked Armenia 78™ among 133 countries in its corruption ratings.

4l At the time, GNI per capita was $790. All figures are from or derived from Doing business in 2004, World Bank,
2004.
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electricity sector, partly based on a doubling of collections in 2003. There are also plans to privatize the
water and waste company, which should lead to a reduction in losses and an improvement in services over
time. However, in general, water and irrigation show losses estimated at about 0.6 percent of GDP in
2003 (about half the fiscal deficit in 2003), and are projected to be 0.4 percent in 2004 (about 20 percent
of the projected fiscal deficit). Meanwhile, the battle between the Government and OTE with regard to the
monopoly position of Armentel was only recently settled, and there is broad consensus that
telecommunications represent an obstacle to enhanced competitiveness.

2.3.3 Planned Government Reforms and Prospects for Private Sector Development

Looking ahead, the government is aware of changes that are still needed to improve the business and
investment climate. As noted, some changes have already been made, and additional reforms are expected
to provide an environment conducive for investment and growth. Key reforms are expected to include:

= Financial sector development. Now that banks have stabilized, the government is interested in
promoting growth in assets (based on increased funding from deposits and other liabilities as well as
equity investment to boost capital), along with a wider variety of services that will stimulate increased
trade and investment. A new credit information bureau will be introduced to assist with credit risk
evaluation, with the objective of providing more risk-related information to banks to better judge
credit risk. (In the long run, this may also help to bring banking supervision closer to Basel 11
guidelines, although it will take years for banks to be able to assign reliable risk weights according to
the new Basel Capital Accord.42) Likewise, modernization of the insurance sector based on
legislation and regulations consistent with international standards will promote this sector’s
development. Pension reform is being contemplated. Promotion of better standards of governance,
accounting, transparency and disclosure are being contemplated as a necessary precondition for future
issuance of corporate bonds, equities, and potentially mortgage securities (bonds or mortgage-backed
securities) when a sound framework is in place.

= [ntroduction of deposit insurance. A deposit guarantee scheme will become operational on July 1,
2005. This development is expected to help restore confidence in the banking sector, leading to an
increase in deposits and maturities, thereby increasing the supply of funds for long-term exposures.
Coverage will be for up to DRAM 2 million ($4,000-equivalent) in local currency accounts and/or up
to DRAM 1 million ($2,000-equivalent) for foreign currency accounts per depositor.43 Thus, the
scheme is particularly designed to promote confidence among households and very small businesses,
and is focused on providing double the coverage for DRAM accounts than for foreign currency
accounts.

m  FEstablishment of a Financial Intelligence Unit (FIU). The government plans to set up a FIU to help
coordinate efforts (domestically and internationally) to reduce the incidence of financial crime. This
includes money laundering and other activities.

= Changes in tax policy and tax/customs administration. This includes reduced profit tax exemptions,
increased coverage of VAT, introduction of a deferral payment system for VAT on large imported
capital goods (not currently taxed), faster refunds on VAT claims,44 better excise collections,
resolution of tax arrears,45 strengthened audit function in customs operations, and penalizing tax

2 Basle Il recommends that banks assign internal risk ratings, while supervisory agencies evaluate the adequacy of
such systems. For more on the suitability of credit information bureaus as a function of overall risk-based
supervision, see C. Artigas, “A Review of Credit Registers and their Use for Basel 117, BIS, September 2004.

* Most customers have only one account.

* VAT claims were 1.3 percent of GDP in 2003.

* Tax arrears were 5.3 percent of GDP in 2003.
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officers for abuses.

= [mprovements in budget management and expenditure control. This includes strengthened financial
audit standards, better systems and controls, and broader efforts to reduce corruption. Procurement
practices are expected to become more transparent.

= Judicial capacity enhancement. Government plans to support broad efforts to provide training in
commercial law, and to promote initiatives that help judicial officials more efficiently manage
caseloads and enforce legislation in a consistent manner.

= Establishment of sound regulatory structures for utilities. This will include regulations concerning
licensing, market structure and rules, tariff-setting, services, connection policies, and financial and
operational audit procedures.

= Privatization in the water and waste water utilities. The Armenian Water and Waste Company has
issued management contracts to European firms for the 12 districts of Yerevan, and then the rest of
the country. Water tariffs will gradually rise in an effort to recover maintenance costs by 2007. This
will apply to bulk and end-use irrigation users, not just households. These measures will eventually be
followed by privatization.

= Market-based practices in the energy sector. The government has moved to direct contracting
between the electricity distributor, power generators and other service providers. This deviates from
traditional practices of a single purchaser for electricity.

= [mproving transport infrastructure. The government plans to improve the quality of rural roads,
which will help those in the farm and agro-processing sector.

= [mproving the telecommunications sector. The government and international donors recommended
that new licenses be issued to telecommunications providers to stimulate competition, improve
service levels, and reduce costs. Through 3Q 2004, Armentel still had a monopoly (originally
promised through 2013). The two parties apparently reached agreement in November 2004 to permit
competition in the mobile communication services market.

There is still significant work that remains to be done for the private sector to develop in Armenia. Most
small-scale enterprises have been privatized, and the private sector has accounted for most employment
since 1996. The most recent figures for private sector employment were about 78 percent of total in 2002
(excluding non-commercial organizations), while the private sector was estimated to account for about 82
percent of GDP in 2002.%® While the landscape for private sector growth and development is significantly
different from what it was in the early and mid-1990s, there is clear strategic recognition that the private
sector needs to grow and diversify for economic development to be sustainable. This will require a
change in business culture away from the predominantly privately-held, tightly controlled enterprise to a
more modern approach that relies on management teams with a range of skills and experience, good
governance, sound systems, better market research and information, and transparency to attract outside
sources of funding (debt and equity).

2.3.4 State Enterprises

There are still many state enterprises, including some in critical sectors of the economy (e.g., energy and
power), while other privatized companies operate as monopolies that impede competitiveness and service
delivery (e.g., telecommunications). In several cases, explicitly government-owned companies have been
transformed into closed joint-stock companies. However, they are still often majority or wholly state-
owned companies, with weak standards of governance and questionable movement in several cases to

* Figures from National Statistical Service.
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effective commercialization. The one area where substantial progress has been reported has been the
electricity sector, where a mix of public and private initiatives have reduced costs, increased collections,
and helped to make the system more efficient. On the other hand, part of the effect of reform in this sector
has been to protect the sector with fairly high domestic tariffs. While helping to reduce vulnerability to
outside power sources, the effect has also been to drive up costs for domestic industry, reducing
international competitiveness.

Armenia recently privatized several companies via the debt-equity swap with Russia in 2003, in which net
arrears positions of Armenian state enterprises were swapped for equity to Russian entities. However,
state enterprises still play a significant role in the economy. In some cases, such as in the electricity
sector, they have stifled competition. This is now being addressed and changed in favor of a less
centralized system. In other cases, many SOEs are, in fact, non-commercial organizations in the health
and education fields that rely on government financing, but operate fairly autonomously.

The government is currently in the process of tightening financing and audit procedures to ensure that
non-commercial organizations are able to operate efficiently in support of social needs, yet also in a
manner that is consistent with fiscal discipline. In addition, reforms have been introduced in recent years
in the energy and utilities sectors. As a measure of this, quasi-fiscal deficits have diminished in recent
years, largely due to improvements in the electricity and power sector. In general, the role of state
enterprises has been diminishing as a share of GDP, although it remains important given the number of
large closed joint stock companies and their (undisclosed) contribution to GDP.

24 MONEY, SAVINGS AND CREDIT

241 Macroeconomic and Monetary Policy

Macroeconomic policy has been fairly stable in Armenia since 1998, when average inflation rates
dropped to single digits, the exchange rate showed relatively limited changes in nominal terms, and the
fiscal deficit was less than 5 percent. Considering the hyperinflation, war and socio-economic turmoil of
the early 1990s, this represented a strong effort to enforce sound monetary and fiscal policies in support
of long-term growth.

While the CBA has followed a disciplined monetary policy since the mid-1990s (to bring down inflation
rates) and notwithstanding relative exchange rate stability, Armenia’s economy is substantially dollarized.
About 50 percent of total broad money and nearly 80 percent of deposits were held in foreign currency,
mostly dollars, as of 3Q 2004. These ratios have changed little from 1999.

Money supply has fluctuated over the years, with average growth of broad money at only $31 million
from 1996-2001. However, this has increased in recent years, and total money supply is expected to reach
$462 million at year-end 2004, equivalent to about 14.7 percent of GDP (similar to the 14.4 percent ratio
in 2003) and more than 62 percent higher than year-end 2001 money supply (in dollar terms). In general,
monetary policy has included a measured increase in the broad money-to-GDP ratio, rising from 8-9
percent in 1995-97 to 10-16 percent from 1998-2002. More recently, CBA appears to have settled on a
14.5-15 percent target for the current period.

Armenia’s policy to date has resulted in modest inflation rates (changes in CPI) since 1998, ranging from
negative rates in 1999-2000 to an average of 3.45 percent since (on an unweighted basis). The highest rate
since 1999 was 4.7 percent in 2003, largely due to higher imported wheat prices and the impact it had on
Armenia’s CPI at the end of 2003. In general, CBA is targeting a 3 percent inflation rate from 2004 to the
medium term, although it is not completely certain that this target will be achieved. As in 2003, external
factors can change the pricing with only limited direct influence from monetary policy.
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2.4.2 Savings

National savings have increased dramatically in recent years. As a share of GDP, this has increased from
only 2 percent in 1999 to an average 15 percent from 2002-04. Higher rates are projected from 2005 on.
This translates into an increase in dollar terms from only $37 million in 1999 to $445 million in 2003.

2.4.3 Investment and Credit

In terms of investment, Armenia has experienced an increase as a percentage of GDP as well as in dollar
terms. Investment to GDP was reasonably high at 19.5 percent of GDP in 1999, declining one year later,
and then increasing to as high as 23 percent in 2003. In dollar terms, this means investment increased
from $360 million in 1999 to $643 in 2003. Most of this has been reported to be in export-oriented
businesses, construction, and banking, although specific investment data by sector are not available.
Average rates of about 22 percent investment—to-GDP are projected through 2008.

As for credit, there was very little change until 2004, when lending figures showed a significant increase
(albeit from a small base). Earlier low lending figures were largely due to efforts to stabilize the banking
system, work out (or write off) bad loans, and introduce financial discipline for long-term stability. As
such, net domestic credit (lending to enterprises, NBFIs and households plus investment in government
securities) averaged $216 million from 1999 to 2003, and neither increased nor decreased by more than
$20 million during that period. As such, bank credit was only a small fraction of investment into the
economy. Relative to GDP figures, bank credit was about 10 percent of GDP from 1999 to 2003 when
including investment in Government securities (net domestic credit). These figures have increased in
2004, with loans to the real sector rising to a projected $284 million by year end 2004. Along with banks’
investments in government securities (estimated to be $77 million at year end 2004), this would bring
banks’ net domestic credit to about $361 million, or 11.5 percent of GDP. While low by international
standards, this still constitutes a considerable increase from earlier years.

2.4.4 Financial Intermediation Costs

The costs of intermediation are still considered high by the real sector, with nominal interest rates in the
21-22 percent range in 2003 and only marginally lower in 2004. Enterprises in Armenia have seen interest
rates on DRAM loans range from 16.3 percent to 22.8 percent through the first three quarters of 2004, and
14.9 percent to 20.6 percent on dollar loans. Meanwhile, individuals are charged higher rates, ranging
from 20.1 percent to 29.5 percent for DRAM loans, and 22.1 percent to 25.2 percent for dollar loans.
Thus, in general, individuals pay a premium of about 4-7 percent on DRAM and dollar loans when
compared with enterprises.

Notwithstanding the lower rates charged to enterprises, banks consider their opportunities for profitability
to be limited in terms of the number of credit worthy firms, partly due to the weak framework for debt
recovery and secured transactions. SMEs have traditionally complained of the high cost of bank credit
resulting from high rates, high levels of collateral required, and insufficient amounts for long-term
investment purposes. This is partly rooted in the shortage of long-term funds held by the banks, as well as
the general perception of credit risk by the banks and past difficulties with loan recovery. Such problems
are common to the CIS and elsewhere when systems are underdeveloped and confidence is low.

In general, Armenian banks claim that existing spreads barely cover deposit rates and operating costs,
although spreads have increased since 2002. Given that net spreads are high, this generally reflects high
comparative operating costs. Armenia’s banks have had relatively low levels of NPLs since 1999, so
provisions have not been as costly as an expense as otherwise might have been assumed. High costs relate
to reserve requirements (6 percent since 2003, after 8 percent from 1999-2003) as well as staffing costs
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and investments needed to modernize operations. Thus, in many ways, weak margins actually derive from
operating inefficiency, with after-tax earnings-per-employee only about $4,500-equivalent.”’ The small
amount of lending and limited array of services has also kept earnings down, while scarce funds have put
upward pressure on lending rates despite a reduction in NPLs in recent years. Provisions for loan losses
were less than 2 percent of total loans as of 3Q 2004, and overdue loans were about 3.3 percent of total
loans. Neither of these figures is particularly high. However, given limited lending opportunities and a
small securities market, banks do not feel they have many safe sources of earnings. This puts pressure on
banks to increase rates to compensate for small earning asset volumes.

TABLE 2.5: NOMINAL AND REAL INTEREST RATES (1999-2003)

1999 2000 2001 2002 2003

Money and Quasi-Money/GDP 11.08% 14.71% 13.45% 15.61% 14.45%
Treasury Bill Rate 55.10% 24.40% 20.59% 14.75% 11.91%
Nominal Bank Rates:

o/w deposits 27.35% 18.08% 14.90% 9.60% 6.87%

o/w lending 21.62% 22.10% 19.65% 21.14% 20.83%
Net Spreads on Nominal Bank
Rates -5.73% 4.02% 4.75% 11.54% 13.96%
Net Spreads less Inflation Rates -5.53% 5.52% 0.85% 9.34% 9.26%
Notes: Nominal lending rates from IFS, not slightly higher 3-month commercial bank lending
rates
Sources: IMF, author’s calculations

2.5 FiscAL PoLicy

2.5.1 Fiscal Policy

With the exception of 1999, the Government of Armenia has shown reasonable fiscal discipline since
1997 and strong discipline since 2001. On a cash basis since 2001, fiscal deficits have averaged 2.7
percent of GDP (unweighted), with the average being about 2 percent in 2002-03. Projections for the next
several years anticipate cash deficits of 2.8 percent on average.

Armenia has cut expenditure in recent years to bring fiscal deficits down, while also trying to collect on
arrears. For instance, expenditure was $556 million-equivalent in 1999, and then dropped to an average
$467 million from 2000-03. Declines were most conspicuous in capital expenditures and employee
wages. Meanwhile, efforts have been made to clear arrears, amounting to about $72 million, or 3 percent
of average GDP from 2001-03. No subsequent arrears clearance is expected to be required in 2004.

Projections for 2004 show fiscal expenditure approximating 1999 levels, and growing thereafter. More
recently, the fiscal position has been assisted by donor grant financing equivalent to 6 percent of GDP and
15 percent of total fiscal expenditure, although much of this has been for capital expenditure (e.g.,
construction) rather than regular operating costs.

Recent reforms have included:

*7 Calculation based on annualized estimate of after-tax earnings for 2004 ($18.5 million) divided by total bank head
count (4,073).
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= A reduction in the number of VAT exemptions.
=  Minimum profit tax of 1 percent of sales turnover for small businesses.

= Tightened conditions for profit tax enforcement, including limits on deductions, reduced scope for tax
loss carry-forwards, and clearer depreciation schedules.

= Right of the State Tax Service to seize debtors’ bank assets and receivables to reduce arrears
(garnishing).

These measures are intended to broaden the fiscal base and increase revenues, while introducing rates that
are not onerous for households and enterprises. However, with nearly half the economy in the grey
market, there is still considerable weakness in fiscal matters. Moreover, tax inspection procedures are
considered subjective and prone to illicit payments, and constitute possibly the largest obstacle to market
development in the economy. The degree to which the market formally avoids making tax payments
undermines financial market development in general. Much of the avoidance is based on perceptions of
selectivity, unfairness, and poor use of resources once collected.

2.5.2 Revenues

Revenue sources are almost exclusively from taxes, although grant financing accounts for about 18
percent of total consolidated revenues when grants are included. Non-tax revenue sources apart from
grants are virtually non-existent. In 2003, tax revenues were 96 percent of total revenues (excluding
grants), and 79 percent of total revenues including grants. This represents a point of vulnerability for
Armenia, as grant financing cannot be assured in subsequent years, which could make it more difficult to
keep the deficit under control.

Of Armenia’s tax revenue sources, VAT is by far the largest source of revenue, accounting for about 45
percent of total fiscal revenue in 2003. This was followed by excise taxes (16 percent of revenues), and
then income taxes on companies and individuals (14 percent). Social security contributions and
expenditures were not reported.

As noted, VAT is the main revenue generator, at 20 percent. This is fairly standard and at the low end
compared with other transition economies. However, conditions are tightening, and recent changes have
included a reduction in many exemptions. Moreover, at 20 percent in a country that is dependent on many
imports and is seeking to increase re-export capacity and channels, the high level of VAT makes export
competitiveness more of a challenge. Other tax rates48 include:

= Personal income tax: 10 percent up to DRAM 80,000 ($160) in monthly income, and 20 percent
above that level.

= Corporate profit tax of 20 percent (applicable to resident and non-resident organizations).
= Simplified turnover tax (as interim substitute for profit tax: 1 percent of turnover).

= Employer Social Security Payments: DRAM 5,000 ($10) for monthly gross income up to DRAM
20,000 ($40); DRAM 5,000 plus 15 percent of the amount exceeding DRAM 20,000 up to DRAM
100,000 ($200); DRAM 17,000 ($34) plus 5 percent of the amount exceeding DRAM 100,000
($200).

=  Employee Social Security Payments: 3 percent.

= Individual (Self-Employed) Entrepreneurs: 15 percent, but not less than DRAM 60,000 ($120) on

* Much of the summary of statutory tax rates is based on “Investment in Armenia”, KPMG, May 2003. Subsequent
correspondence with the KPMG office in Yerevan confirmed updated figures were accurate as of November 2004.
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gross annual income up to DRAM 1.2 million ($2,400); on gross annual income above DRAM 1.2
million, DRAM 180,000 ($360) plus 5 percent on the amount exceeding DRAM 1.2 million.

= Property taxes: 0.3 percent of building value annually.

= [and taxes: 15 percent on agricultural land (net cadastral value); 0.5-1.0 percent on urban land, non-
urban industrial land, and forested land.

= Excise taxes: various rates applied to alcoholic beverages, tobacco products and fuels.
= Export tax: zero percent.
= Import duty: 0-10 percent.

= A comprehensive table of tax rates as they apply to individuals, companies and a variety of financial
instruments is presented in Annex 12.

2.5.3 Expenditure

On the expenditure side, about 68 percent is current expenditure (2003), and 32 percent investment
expenditure. Netting out grant financing, and assuming most of it is for capital expenditure, this would
shift the proportion to about 82 percent current expenditure and only 18 percent capital expenditure.
Among current expenditures, the largest share (54 percent in 2003) is for goods and services, with wages,
subsidies and interest all fairly similar. As noted, social insurance figures have been omitted from the
budget figures as the government seeks to stabilize the social insurance system. However, transfers
approximated $82 million in 2003. Capital expenditure totaled $159 million in 2003, about three quarters
of it foreign-financed grant money used for the construction of roads and housing.

Extra-budgetary figures have come down in recent years. Quasi-fiscal losses at several SOEs continue to
burden the budget, but have been put under greater control as privatization and competition increase in
the energy/power markets, and as non-commercial organizations (e.g., health, education) are subject to
stricter audit procedures.

Armenia’s prudent debt management policies have kept interest expense low. As a result, there is very
little funding of government operations by the banking sector. Interest expense was only 3.7 percent of
government expenditure in 2003, equivalent to about $19 million.

2.5.4 Government Financing and the Banking System

Banks have played a minor role in government financing over the years, although the share of bank
financing relative to the cash deficit is rising and could play more of a role over time. However, the role
of Treasury bills has actually been less for the government’s needs, and more for the banks to permit them
to generate easy earnings to recapitalize, while also making it possible to easily comply with capital
adequacy requirements. Since 1998 (and before), bank financing of government securities has not
exceeded 2 percent. As a share of total expenditure, bank financing has not exceeded 10 percent.
However, bank financing did exceed the cash deficit in 2003, thus helping to finance this gap. Moreover,
as the government securities market expands (see Securities Markets discussion in Annexes 3 and 10) and
grant financing diminishes, banks will likely play a greater role in the financing of government
operations. This will provide the government with a more reliable source of financing, while providing
the banks with greater income-earning instruments in which to invest. The latter will also provide longer
maturities as GoA develops a yield curve.

Banks’ limited role in the financing of government operations has been a function of monetary policy
since the mid-1990s. Neither commercial banks nor the CBA have played much of a role in the financing
of fiscal deficits. This is reflected in the low level of T-bill activity, which only amounted to about $53
million outstanding in late 2003, of which nearly $52 million was held by the banks and only about $1
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million was held by CBA. In dollar terms, these levels are little different from 1999, when banks had only
$23 million in government securities on their books and the CBA had its highest level of investment at
$35 million. Thus, combined monetary and bank financing of government operations has been fairly
consistent and low over the years.

Meanwhile, there has been virtually no portfolio investment, with less than $3 million in debt securities
reported at year-end 2002. Armenia’s net international investment position shows that the stock of debt
and equity securities was a negative $2.1 million, as compared with a $1.3 million deficit in 2002. Thus,
investment inflows have had virtually no effect on government deficits or enterprises. This may be partly
due to the grant financing that has been provided as a substitute. Privatization proceeds have also been
very minor as an extraordinary cash injection in the balance of payments. Cumulative privatization
revenues approximated 10 percent of GDP as of 2002,* or only about $230 million, equivalent to only 29
percent of cumulative fiscal deficits from 1995-2002. The following table shows that the role of banks in
financing government has been minimal.

TABLE 2.6: COMMERCIAL BANK FINANCING OF GOVERNMENT EXPENDITURE
1998 1999 2000 2001 2002 2003

Total GDP (billions of DRAM) 955 987 1,031 (1,176 [1,357 1,618
Bank Financing of Gov't (billions of
DRAM) 15 12 17 18 26 29

Bank Financing of Government/GDP (%) (1.62% [1.24% [|1.64% [1.55% (1.94% [1.80%
Bank Fin’g of Gov’'t/Gov’t Expenditure

(%) 6.10% ©4.21% 1[6.99% [7.37% [9.85% [9.71%
Bank Financing of Gov’t/Cash Deficit
(%) 31.89% [17.14% (34.79% [37.40% [73.11% [122.94%

Notes: bank financing = net claims on government

Sources: IMF; author’s calculations

2.6 EXCHANGE RATES

Armenia’s policy towards exchange rates has been a function of broader monetary policy focused on
price stability. The Law on Central Bank states that the primary objective of the independent CBA is to
ensure price stability, with the exchange rate coming under the broader umbrella of policies and
instruments of the monetary program. As such, CBA establishes aggregate monetary and inflation targets,
with some sterilization based on inflows of foreign currency.

In general, CBA has followed a free-float exchange rate regime since 1997. The DRAM experienced
gradual depreciation against the US dollar in real terms from 2000 to 2003 (despite nominal appreciation
by year end 2003°), although there has been a reported increase in 2004. The nominal exchange rate
increase in 2004 has helped to offset some of the inflationary effects that would otherwise come with the
large and heretofore underestimated inflows of dollars resulting from the significant volume of
remittances being sent from Russia and elsewhere.

4 See Transition report, EBRD, 2003.
0 See Annual Report, Central Bank of Armenia, 2003.
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2.7 BALANCE OF PAYMENTS

2.7.1 General Trends

Armenia’s balance of payments reflect growing merchandise trade exports, much higher levels of imports
(much of it intermediate and capital), and rising remittance levels to help reduce the current account
deficit. Meanwhile, in the financial and capital accounts, investment remains relatively low, debt
payments pose a very limited burden, and the financing gap can be covered by donors without major
requirements.

The medium-term prognosis is that current account imbalances will stabilize at about $180 million from
2004-06, little different from 2003 levels. As a share of GDP, these deficits are projected to be about 4-6
percent from 2004-08, diminishing year on year. Some of the reason for a gradually declining current
account deficit originates in the structure of imports, a sizeable portion of which is for intermediate goods
that are processed/finished and then re-exported (e.g., polished diamonds) and for capital goods imports.
The latter constitute investments in metals and other industries that could bolster Armenia’s merchandise
exports in the coming years.

One point of vulnerability is the fate of Russia, and the ability of Armenia to diversify its trading partners.
Armenia has done so in recent years, with an increasing shift in trade away from CIS countries and to
Western markets. However, Russia is important as a destination for exports, a source of key intermediate
imports (e.g., diamonds), and as a major source of remittance inflows. Should there be a shift in Russia’s
economic fortunes, Armenia might encounter balance of payments challenges, particularly in terms of
export earnings and remittance flows. Likewise, the dispute with Azerbaijan over Nagorno-Karabakh
could prove problematic at some future point, with significant economic and other consequences.
Armenia has also not been able to attract major direct investment, and it will likely take time for portfolio
investment to flow into the country, something that may be needed if grant financing from the diaspora
community dissipates. The closed borders with both Azerbaijan and Turkey make Armenia that much
more dependent on Georgia and Iran as transport channels for international transactions involving
merchandise goods, although the recent invitation by the EU to Turkey to negotiate accession may also
lead to an improved geo-political climate.

2.7.2 Current Account Developments

Current account deficits have been fairly stable in Armenia in recent years, averaging $212 million from
2000-03, and not exceeding $278 million since 2000. As noted above, projections show lower deficits in
the coming years, averaging $184 million from 2004-08.

As a share of GDP, Armenia’s deficits have been high. They were in double digits from 1997-2001, and
averaged 6.9 percent (unweighted) in 2002-03. Thus, considering that current account deficits above 5
percent are considered worrisome in many economies, Armenia’s ratios are fairly high. Nonetheless,
current trends indicate stabilization of the deficits over time.

Merchandise exports have increased significantly in recent years, mainly in the diamond trade and, to a
lesser extent, foodstuffs, metals, minerals and textiles. Merchandise exports since 2001 have averaged
$508 million per year, with 2003 figures double those in 2001. Major markets for exports in 2003 (in
order of value) were Israel, Belgium, Russia, the US, Germany, the UK and Switzerland. Combined, these
seven countries accounted for $532 million in exports, or 78.5 percent of total. As a trade bloc, the EU
accounted for 38 percent of total exports, as compared with only 16 percent in 1994,

Meanwhile, services have accounted for a significant share of export earnings, averaging $192 million, or
about 27.5 percent of total exports of goods and services. Key earning services include transportation,
travel and communication services. Financial services constitute very little value in this domain.
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While exports have been rising, so have imports. In fact, and as noted above, some of this is linked to the
import and re-export of intermediate goods, mainly involving precious and semi-precious stones.
Armenia’s merchandise imports have also increased in recent years in machinery and equipment,
foodstuffs, chemicals, transportation equipment, and metals. Merchandise imports since 2001 have
averaged $923 million per year, with 2003 figures about 44 percent higher than those recorded in 2001.

Meanwhile, imported services account for about 20 percent of total imports of goods and services,
averaging $233 million annually from 2001-03. Key imported services include transport, engineering and
reinsurance. Thus, Armenia runs a slight services deficit each year, which is expected to stabilize at about
$60 million per year for the next few years. Major import markets in 2003 (in order of value) were
Russia, Belgium, Israel, the US, Iran, the United Arab Emirates, and the UK. Combined, these seven
countries accounted for $744 million in imports, or 59 percent of total. Thus, import sources are a bit
more diversified, and there is less concentration as a result in particular imported goods/services
categories. As a trade bloc, the EU accounted for 29 percent of total imports, as compared with only 9
percent in 1994, The CIS accounted for about 24 percent of total imports, mainly goods supplied by
Russia.

Armenians benefit from remittance inflows, largely from family members working in Russia. Net current
transfers from 2001-03 were $545 million, or about $182 million on average. Most of this has been from
remittances ($356 million, or $119 million annually), with the balance from official (government and
donor) sources. Remittances are actually estimated to be far higher, as remittances from Armenians
abroad also enter the country through informal channels. Neither customs authorities nor the banking
system capture much of this in their data. The presence of Western Union and improvements in the
payment system may provide better statistics in the future to assess the magnitude of remittances.
However, even if the number of bank accounts increases in the next few years, evidence elsewhere
suggests that most remittances are used as income supplements and will not stay in the banking system as
long as poverty is widespread. Armenia’s current account also shows $254 million in net income for
2001-03 ($85 million per year). Net income is expected to remain above $100 million per year for the
next few years, and official transfers are expected to stabilize in the $50-$55 million range. Remittances
are projected to increase, staying well above foreign direct investment figures for the next several years.

2.7.3 Investment and Debt

Investment has been fairly low in Armenia since 1999, with total investment to GDP averaging 20
percent. This approximates $2.3 billion, or an average of $455 million. Of this, foreign direct investment
(FDI) has played a very small role, accounting for less than a quarter of overall investment. From 19997
2003, FDI was only $543 million, or an annual average of $108 million. Per capita figures show FDI at
$35 per year from 2001-03. Estimates and projections show that FDI should approximate $543 million
from 2004-08, or $107 million per year. This would approximate only 3 percent of GDP, and shows that
Armenia’s economy will not likely benefit from any major investments or start-ups.

Offsetting weak investment trends is the prudent debt profile Armenia has. Nominal external public debt
outstanding is relatively low. As of end 2003, the figure was $1,065 million, or about 38 percent of GDP.
Consequently, debt service has declined, and was only 8.7 percent of exports in 2003. This is projected to
decline in the coming years to about 5 percent in 2006. These are manageable ratios, and reflect prudent
debt management strategies. Again, the risk is if export markets contract due to a dramatic decline in
commodity prices in strategic markets. However, actual debt levels are considered reasonable.

On top of the public and publicly-guaranteed debt is $678 million in private debt (2003 data). This
consists of $396 million in real sector borrowings, $188 million in inter-company credits, and $94 million
in bank debt. Only about $180 million of this is long term.
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Reserves have been stable in recent years at about 3.7 months’ imports. This increased slightly in 2003 to
about 4.1 months. However, projections point to a return to the 3.7 month target from 2004-06. In dollar
terms, gross international reserves were $504 million at year-end 2003.

TABLE 2.7: DEBT, INVESTMENT AND RESERVE TRENDS: 2001-2007

($ figures in millions) 2001 2002 2003 2004 2005 2006 2007
Nominal External Public Debt  $906  $1,026 $1,065 $1,109 $1,154 $1,193 $1,256
Public External Debt/GDP 42.8% 43.4% 381% 352% 33.3% 31.6% 30.4%
Public External Debt Service $53 $68 $77 $72 $59 $60 $50
Public EDS/Total Exports 10.0% 9.9% 8.7% 7.3% 5.4% 5.1% 4.0%
Present Value of Public 132% 131% 89% 74% 66% 62% N/A
Debt/Exports
Total Private Debt N/A N/A $678 N/A N/A N/A N/A
Gross External Debt N/A N/A $1,788 N/A N/A N/A N/A
Net Foreign Direct Investment | $70 $111 $136 $98 $105 $108 $110
FDI/GDP 3.3% | 4.7% 4.9% 3.1% 3.0% 2.9% 2.7%
Per capita FDI $23 $36 $45 $32 $35 $36 $37
Gross Official Reserves $329 $430 $504 $492 $509 $537 $566
Gross Official Reserves in 3.6 3.7 4.1 3.7 3.7 3.7 N/A

months’ imports

Notes: Present value ratio is based on a three-year rolling export figure for the current year and two
previous years; figures from National Statistical Service and IMF differ slightly

Sources: IMF; National Statistical Service; author’s calculations
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ANNEX 3: FINANCIAL SYSTEM COMPOSITION AND
STRUCTURE®'

3.1 GENERAL OVERVIEW

Banks dominate the formal Armenian financial sector, accounting for about $460-$500 million in total

assets’ at year end 2003, and projected to be about $733 million by year-end 2004. However, while bank

assets constitute more than 90 percent of total financial sector assets comprised of banks, non-bank credit

organizations, and insurance companies, banks still are small overall. This is reflected in the modest after[]
tax earnings recorded by the banks, roughly about $11.3 million in 2003 ($564,000 per bank). Even with

significant growth in 2004, after-tax earnings are projected to be $18.5 million in 2004, less than $1

million per bank.

As is common in most transition countries, the non-bank part of Armenia’s financial sector is less
developed than the country’s banking system. Notwithstanding banking sector weaknesses, Armenia has
virtually no securities/capital markets, no private pension funds, and a very limited insurance sector. Non
bank credit organizations likewise accounted for only 1.3 percent of banks’ assets in 2003, attesting to
their very small size. There is some new activity in 2004 in leasing and housing finance. However, this is
embryonic, and will remain small relative to banking assets until access to long-term funds can be
assured.

The insurance sector was composed of 19 active companies in 2003, and three others were licensed but
not active. The number of active firms is now down to about 17 in late 2004. Premium revenues were
about $4 million-equivalent in 2003 based on market estimates.” As such, premium revenues in Armenia
approximated $205,000 per active company. After-tax profits were only about $279,000, or less than
$15,000 per active firm. (Mid-year 2004 figures show revenues and after-tax profits increasing, but still
remaining fairly low.) Insurance density and penetration measures are very low, with per capita insurance
at about $2, which is below most transition economies. Meanwhile, as a share of GDP, premium revenues
of about $4 million are well below 1 percent of GDP.

Life insurance is underdeveloped, with only one Armenian company offering such products. As such, life
insurance only accounts for a small fraction of what are already low levels of insurance revenues. It is
possible that life insurance companies may establish operations, essentially to manage/administer second
pillar pension funds or occupational insurance plans. However, for now, only one company is active in
life insurance. Restrictions on foreign insurers have limited modernization of the insurance sector,
although this was set to change in late 2004 or shortly thereafter when legislation was reviewed and
presumably revised. (See Annex 8 for a discussion of insurance.)

There are plans to develop a multi-pillar pension scheme in the coming years. The current pension
system, which consists solely of a compulsory Pay-As-You-Go system, is inadequate and unsustainable.
Today’s pensioners are paid benefits that are below the poverty level and barely considered subsistence.
Contributors (employers and employees) to the system routinely evade their obligations to fund the
system, operating outside the formal sector and simply not contributing. When they do contribute, they do
so at less than required levels by under-reporting wages. Contributions and benefits are not linked, and a

>! Primary authors: Michael Borish (banking, securities markets, non-bank credit) and Martha Kelly (pension and
insurance).

2 IFS figures put assets at about $460 million when converted to dollars at year-end exchange rates. The CBA
figures put total assets at $498.5 million for 2003.

33 Official statistics show about $1.2 billion-equivalent in total sums insured, of which 97 percent was reinsured.
However, market participants believe the figures are overstated.
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large number of exceptions provide service credits for certain employee groups, referred to as
“privileged” pensioners, enabling them to retire earlier, which reduces collections and adds to costs (as
they collect more benefits over time).

The State, through the Ministry of Labor and Social Insurance and the State Social Insurance Fund,
currently manages and regulates the only social insurance pension program. The State Social Insurance
Fund has not been independently audited, and its finances are not made public. Nor does the Fund follow
generally accepted international accounting principals, disclosures or financial reporting rules. (See
Annex 9 for a discussion of pension reform.)

The securities markets in Armenia are very small, essentially comprised of a limited government
securities market and virtually nothing in equities. The Armenia Stock Exchange does not serve as a
source of investment capital for Armenian companies, and most trading is carried out off-market under
less than transparent conditions. Only $700,000 in market turnover was reported in 2003, and activity in
2004 was not reported to differ in terms of trends or levels of activity. Total volume of government
securities issued was $76.5 million (in 2003). Meanwhile, equities are generally not traded, and open
market trading is rare and miniscule in value and volume. There is very little secondary trading reported
apart from T-bill activity. Market capitalization as a whole is roughly estimated to be $78 million-
equivalent, or less than $400,000 per listed firm. However, none of the listings meets 25 percent free float
provisions. (See Annex 10 for a discussion of securities markets.)

3.2 THE BANKING SYSTEM

3.2.1 General Profile of the Banking System

According to CBA data as of September 30, 2004, there were 19 banks with a total of 230 branches in
Armenia, down from 74 banks in early 1994. This reflects consolidation in terms of the number of banks
in the country, mainly by the elimination of several troubled pocket banks over the years. In a limited
number of cases, the authorities encouraged the merger of small banks that were considered potentially
viable if they could achieve a larger capital base.

Yet, the system remains small. The largest bank—HSBC Armenia—has only a total of about $132
million in assets at September 30, 2004, equivalent to about 4 percent of projected 2004 GDP. The top
five banks (by category) account for 57 percent of assets,”* 62 percent of loans,”® 66 percent of deposits,*®
and 41 percent of capital.”” Netting out HSBC, the other four comparatively large banks averaged $66
million in assets, while the other 14 banks account for only 43 percent of assets in total, equivalent to $21
million per bank. (These figures exclude Armcommunicationsbank, currently in administration.) Thus,
the system is small in size, yet relatively concentrated. Further consolidation is anticipated in the coming
years to boost earnings and efficiency, particularly as supervision tightens with the introduction of deposit
insurance. That several banks are still barely at the minimum capital requirement (for mid-2005) of $5

5% In order, these are HSBC, Converse, Armsavings, Ardshininvest, and Armeconombank.

> In order, these are Armsavings, Ardshininvest, Converse, Agricultural Cooperative, and Armeconombank.

% In order, these are HSBC, Ardshininvest, Armsavings, Artsakhbank, and Converse and Armeconombank (the last
two having 8.04 percent each). Taking into account all six banks, this brings their collective total to 74 percent of
system deposits as of September 30, 2004.

57 In order, these are Agricultural Cooperative, HSBC, Ardshininvest, Converse, and Armeconombank.
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million®® suggests the need for continued consolidation or outside capital injections from strategic
investors if they are to render needed services and survive in a competitive environment.*’

Smaller banks have traditionally been linked to families and friends, and/or centered on transactions in
Yerevan. CBA supervision has tightened in recent years, and the closure of several pocket banks has
reduced the insider profile of most banks. Efforts to contain money laundering and other criminal
activities have also served as a catalyst to clean up the banks’ governance standards, management
systems, and general mode of operation. In this regard, CBA claims that all banks present their financial
statements according to international standards.

With the exception of Armsavingsbank, recently acquired by Vneshtorgbank (Russia), and a couple of
other banks (Ardshininvest and Armeconombank), there is limited branch coverage outside of Yerevan.
In fact, these three banks accounted for 177 of 230 banking system branches as of 3Q 2004. In general,
the services rendered by banks are limited to fundamental safekeeping, small loans, plastic cards (debit
and credit with small overdraft facilities), transfer services, and some off-balance sheet activities (e.g.,
trade finance guarantees, letters of credit).

A look at most banks’ balance sheets shows key activities are the mobilization of deposits, investment of
these resources in government securities or low yield foreign assets abroad (with parent or correspondent
banks), and the origination of some loans to real sector clients. Most recently, loans have been in the
consumer lending/commercial trade sector, mostly for appliances and automobiles.

The income statement shows low interest expense paid on deposits, reasonable interest income generated
from loans, and fee/commission income from transfers and other services. As elsewhere in the CIS region
(and other transition countries), the small banks have traditionally been commercial finance companies,
with little capacity, effort or desire to mobilize deposits or to develop corporate or retail financial services
for the broader market. This is gradually changing, partly due to new prudential requirements and
tightened CBA supervision. However, with such low levels of capital in the system, even banks that
aspire to be more commercial, professional and diversified in their orientation have difficulty achieving
these objectives.

Some of the underlying conditions are changing, as shown in the growth in assets and earnings in 2004.
An improved payment system has made it possible for banks to issue credit and debit cards, and to
provide payroll and other electronic services. A new credit registry at the CBA has helped with some
banks’ credit risk evaluation, although this system is supervision-oriented and will be accompanied by a
more comprehensive credit information bureau—the Armenian Credit Rating Agency (ACRA)—in the
near future if it can obtain sufficient information from and subsequently provide sufficient information to
potential users.”” The tightening of prudential requirements has encouraged banks to begin to develop
better risk management systems, all of which will be essential for the restoration of confidence via the
deposit guarantee scheme to be introduced in 2005. However, there is limited capital and intermediation,
and other problems persist. Key among these challenges are:

= Governance is still a weakness throughout the economy, including at some of the banks.

= The legal framework for secured transactions is unreliable and time-consuming. Changes are
underway, but those involved in the process think an effective framework will not be fully in place
and operating until 2006, even if new legislation is passed before then.

>% Only 7 of 19 banks had more than $6 million in capital as of 3Q 2004. Five were below the $5 million minimum.
%% Not everyone agrees with this approach. Some believe minimum capital should be lower to promote entry and
competition, on the condition that capital adequacy and other CAMELS requirements are adhered to.

5 ACRA is reportedly facing challenges in being able to access information from the banks, particularly those with
the most information on clients.
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= Banking supervision may still require some strengthening in certain areas, including early detection
of credit and market risk as banks eventually assume more risk in different areas of exposure. This
may lead to a resurfacing of challenges surrounding prompt corrective action and bank resolution
when the system assumes more risk and becomes more complex.

= Accounting and audit standards are still comparatively weak, making it more difficult for bank
managers, internal auditors and boards as well as CBA supervisors to detect risk, manage portfolios,
and monitor the effectiveness of strategic plans. This is particularly problematic in the real sector,
complicating banks’ credit risk evaluation efforts.

= Payment systems are underutilized, and most transactions are still in cash.

= Public confidence in the banks has not been fully restored, limiting long-term funding available for
lending.

= Banks are not aggressive, as banks often do not pay adequate rates to increase term funding via long-
term deposits.

= The public stays away from banks to avoid potential garnishing of accounts, meaning that until
general tax administration is sufficiently reformed, many people will remain disenfranchised from the
formal financial system out of fears of arbitrary confiscation of assets. The reputation of the court
system reinforces this sense of vulnerability, and makes it very difficult for banks to mobilize savings,
particularly long-term deposits.

= Limited experience with market-based credit risk evaluation or the determination that most
applicants are not credit worthy in the current environment prompts banks to invest in low yield
government securities and bank notes, mainly abroad, which constrains earnings.

= The small scale of operations constrains lending and earnings prospects.

= There is a limited supply of long-term funds, making it difficult for banks to meet long-term financing
needs of the enterprise sector. (Banks can meet mortgage finance needs of households, which are
smaller than the value of loans required by most enterprises for new plant and equipment.)

= Potential currency mismatches could intensify credit risk, as banks’ assets are mainly in dollars and
companies’ earnings are often in DRAM.

The banking system had a total of about $460 million in assets (end 2003) according to IFS, equivalent to
a low penetration ratio of about 16.5 percent of GDP (2003 figures). (Alternative figures from CBA put
these at $498 million in assets, or 17.3 percent of GDP.) Of these assets, about $236 million were in the
form of loans (including to government), or 51 percent of total. Netting out government (bank purchases
of T-bills and other government securities), loans to the real sector were $183 million, or about 40 percent
of total assets. However, figures through 3Q 2004 show significant increases in loans and total assets (all
discussed below), and projected annualized figures for 2004 should put banking system assets-to-GDP at
more than 20 percent.

On the funding side, deposits (net of Government) were about $323 million at end 2003, about 54 percent
of assets. (Likewise, in 2004, there has been a major percentage increase in funding for the banks, mostly
from increased deposits.) Thus, there is a virtual matching of loans (including investment in government
securities) and deposits. Data from 2004 actually show deposits attracted to be far above levels of loans
made, and slightly in excess of loans plus investments in government securities. According to IFS, gross
capital was $97 million ($88.5 million according to CBA) for a straight capital-to-assets ratio of 21.2
percent at year-end 2003.°" As of 3Q 2004, CBA figures show capital was equivalent to $117 million, or

81 Separate CBA figures would put capital-to-assets at 17.8 percent.
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17.4 percent. More importantly, regulatory capital is higher than this figure, at 33.7 percent on a risk-
weighted basis.®

These figures translate into the following averages per bank® in 2003-04:
= Assets: $25 million in 2003, projected to rise to about $39 million by year end 2004.

= Loans (to enterprises, households and NBFIs): $9 million in 2003, rising to about $15 million by year
end 2004.

= Loans (to government, enterprises, households and NBFIs): $12 million in 2003, rising to about $19
million by year end 2004.

= Deposits: $17 million, rising to a projected $24-$25 million by end 2004.
= Gross Capital: $5 million, rising to nearly $7 million at end 2004.
= Net Capital: $3.5 million, rising to about $5 by end 2004.

Netting out HSBC from the other 19 banks at year end 2003, the system would show the average bank
with about $20 million in assets, $9 million in loans, $7.5 million in deposits, and $4.3 million in capital.
Developments in 2004 show several other banks are capturing market share in terms of assets and loans,
although HSBC still attracts about one quarter of total deposits and reportedly a particularly large share of
household deposits. Overall, banks are now better capitalized, have more in assets and deposits, and have
made more loans in 2004. On the other hand, notwithstanding these favorable trends in terms of asset
growth, lending, and competition, the banking system remains small in total, very small on average, and
concentrated in the top five banks, all of which are small by global standards apart from HSBC.**

The average bank at year-end 2003 was also below the minimum required capital to be in effect as of July
1, 2005. While the licensed banks are expected to comply with this requirement by then, there is the
possibility of one or more banks seeking some form of forbearance. As of 3Q 2004, five banks were
below the $5 million mark, including one below $4 million and three below $3 million. Any request for
forbearance would present the CBA with challenges related to mergers and/or re-licensing of such banks
as non-bank credit institutions. In the case of the former, mergers and acquisitions have not traditionally
been carried out in Armenia, although there has been a little merger activity orchestrated by the CBA.% In
the case of the latter, re-licensing would raise the issue of how to transfer household deposits at a time
when the deposit guarantee fund is just commencing operations. Straight forbearance (albeit with a
restriction on activities until reaching at least $5 million in capital) would send a signal that the playing
field is still not level, even after several years of phasing in minimum capital increases. Difficulties faced
by the banks in simply getting to this level point to the small size and weak earnings that characterize
most banks’ operations. At 3Q 2004, average capital was only $6.2 million per bank. The low values are a
function of limited banking sector depth and financial intermediation. The following table highlights the
distribution of balance sheet values in the Armenian banking system as of year-end 2003 and at
September 30, 2004:

62 Almost all of this was Tier I capital (32.2 percent for the system as a whole). Figures apply to 19 banks, net of
Armcommunications, as of September 30, 2004.

5 Figures include 20 banks for 2003 and 19 banks for 2004.

% HSBC is part of the second largest bank in the world, with global assets exceeding $1 trillion at year-end 2003.
5 One CBA-driven “purchase and assumption” transaction involved Arshininvestbank and Armagrobank.
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TABLE 3.1: BALANCE SHEET DATA FOR BANKS IN ARMENIA: 2003-04

M HSBC Next 4 Banks | Other 15 Banks
$ % $ % $ % $ %

Year-end 2003 data

Assets $118.8 23.4% $156.8 30.9% $231.5 457% $507.1 100.0%
Loans $8.4 4.9% $92.2 534% $72.1 41.7% $172.7 100.0%
Deposits $110.3 26.5% $134.3 322% $1721 41.3% $416.7 100.0%
Capital $8.5 9.4% $27.3 30.2% $54.5 60.4% $90.3 100.0%
September 30, 2004

Assets $131.7 19.1% $262.1 38.0% $296.1 42.9% $689.9 100.0%
Loans $16.2 6.6% $151.2 61.5%* $78.3 31.9% $245.7 100.0%
Deposits $113.4 25.9% $1747 39.8% $1506 34.3% $438.7 100.0%
Capital $10.8 9.2% $37.8 323% $68.4 58.5% $117.0 100.0%

Notes: “Next 4 Banks” refer to the second to fifth largest banks based on that category. In the
case of loans (*), this actually means the top five banks, as HSBC is not among the top five.
Loans are to/from enterprises, households and NBFIs, but not investment in government
securities. Deposits include deposits from households, enterprises, banks and government.
Capital is total shareholders’ equity. Dollar figures converted from DRAM at year-end or prevailing
exchange rates that day. There are minor discrepancies in bank-specific data from CBA
aggregated data, resulting in different totals from CBA system data as a whole. This is also true
relative to published IFS data.

Sources: CBA; banks’ data reported in local newspapers; banks’ annual reports; author's
calculations

3.2.2 Ownership Structure and Consolidation of the Banking System

There were 74 banks as of 1993, and only 20 ten years later. Thus, Armenia has consolidated its banking
system since 1993-94. The average size of bank has grown from $4 million in 1995 to about $23 million
at year-end 2003. (Alternative CBA figures would put the figure at about $25 million.) With current
projections of average bank assets of $39 million by year-end 2004, this means the average bank is about
10 times the average from a decade ago.

Many of the banks that failed or were closed down did so as a result of insider/connected lending and the
inability of these banks to comply with prudential requirements. As elsewhere in the transition economies,
several of the failed banks were established to finance state enterprises and/or were overly specialized
and/or dependent on government financing. When the rules changed, they were unable to adapt and
compete. In many other cases, small pocket banks were established with little capital. Many have since
failed or been closed due to insufficient capital, insolvency, and/or concerns about possible criminality.
Many banks have barely stayed afloat as they have struggled to attract new investment and generate
earnings to bring them to minimum levels of $5 million, effective July 1, 2005.

As of late 2004, Armenia had 20 banks, including one under administration.® Among these, nine had
foreign capital of more than 50 percent, including HSBC and the recently acquired Armsavingsbank. In
terms of overall bank capital, these nine institutions accounted for about 59 percent of assets, 47 percent
of loans, 63 percent of deposits, and 47 percent of capital, and 45 percent of after-tax earnings as of

% The bank under administration, Armcommunicationsbank, is not included in 2004 statistics.
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September 30, 2004. Thus, the banking system is fairly balanced in terms of ownership. The CBA lifted
restrictions on foreign ownership in the banks in 1996. However, apart from HSBC (1996) and
Vneshtorgbank (2004), no large banks have invested in Armenia.®’

The presence of foreign banks can be expected to grow. HSBC has experienced growth in all key balance
sheet measures, including lending. Meanwhile, Vneshtorgbank’s purchase of Armsavings includes
acquisition of a nationwide network that comprises 101 branches, by far the largest in the country. Thus,
there is considerable scope for impact with this new acquisition, particularly at a time when HSBC openly
admits it does not have capacity to handle all the deposit inflows it is currently taking in. One private
financial firm currently getting established was interested in acquiring a small bank as of late 2004.
Donors may also play a role in this trend as well.*®

Meanwhile, increased competition may also portend further consolidation among the smaller banks. Most
of Armenia’s banks are barely above the minimum capital requirement of $5 million (in 2005), or still
below it (as of late 2004). At that level, and with fairly strict exposure limits, it will be hard for such small
banks to compete. As such, the government/CBA anticipates the possibility of further consolidation to
promote efficiency, increase earnings, and boost capital. (Anecdotal reports are that the number could
decline to as few as 10-12 banks in the next few years.)

Even with additional consolidation in the number of banks, the average bank would remain small. Such
limited assets raises the question of whether these banks will be able to compete in anything but very
small-scale lending (e.g., working capital financing), or in more specialized areas of financing such as
consumer lending and trade finance. Rather than evolving as corporate banks, most can be expected to
provide housing loans, consumer loans, and other kinds of financing targeting households and small
businesses. This way, the banks can make loans within their exposure limits, even with low levels of
capital. Investment in electronic systems is already permitting banks to seek out higher income
individuals and to provide them with services not available to the mainstream (e.g., credit cards, debit
cards with overdrafts, targeted savings instruments that can be used to secure loans). However, many of
these prospective clients lack confidence in the banks, or are unwilling to place their deposits in any bank
apart from HSBC. This may be slowly changing in a few cases, but remains the general rule.

Another challenge is whether banks that barely meet minimum capital requirements should be permitted
to participate in the deposit guarantee scheme, or if they should be re-licensed as non-banks (e.g.,
commercial finance companies). The latter has been used in one case involving a troubled bank.® In one
sense, there should be no discrimination on the condition that licensed banks meet conditions for
participation in the deposit guarantee scheme, including acceptable CAMELS measures. Likewise,
without it, they are unlikely to grow. On the other hand, their asset exposures should be monitored closely
to avoid any early depletion of insurance funds that would result from rapid deposit withdrawals,
triggering a liquidity crisis at the bank, particularly if driven by solvency concerns.

Even if such small banks are not systemic threats, the mere perception of problems can adversely affect
confidence in the system as a whole. Putting such small banks outside the deposit guarantee system
eliminates this risk, while also sparing CBA valuable time and resources dedicated to the supervisory
function of larger banks.”® However, this is a draconian regulatory approach that could be abused.

7 HSBC had $1,034 billion in global assets at year-end 2003. Vneshtorgbank had about $8 billion.

% EBRD is reported to have recently expressed interest in taking a 25 percent investment stake in Armeconombank,
although the details of any planned investment have not been divulged.

% Gladzorbank was re-licensed as a non-bank credit institution in 2003.

7 Some countries have sought to re-license smaller banks to reduce the disproportionate amount of time dedicated to
small banks that account for only a small percentage of assets, lending, deposits, capital, and transactions.
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Probably the best approach is to have a comprehensive contingency planning vehicle in place as a
function of continuing supervision. This could guide CBA thinking and approaches to corrective actions
as problems are identified. Development of a systematic approach could include a purchase and
assumption framework prior to a bank’s technical insolvency that would allow larger banks with
CAMELS ratings of “1” or “2” to bid on smaller banks. In this way, continued mobilization of household
deposits could continue, albeit under tightened conditions. This could be done quickly within a least-cost
framework, with mechanisms in place for retroactive compensation in the event that criminal activity or
material misrepresentations were made by the troubled bank’s board or management. Additional
consideration would then need to be put to consequences if such banks showed no interest in the
inadequately capitalized bank. This could include a direct line (e.g., mezzanine financing, such as
subordinated debt) from other banks with restrictive conditions (e.g., reversal of dividend payments to
shareholders and managers, reduced compensation for board members and senior managers) approved by
CBA and very high levels of collateral coverage from liquid assets.

As noted, Armenia has had no state banks since 2001. In fact, apart from Armsavings and one or two
other banks, Armenia’s banking system was wholly private in the 1990s. However, most of these banks
were either spin-offs from the old Gosbank system (“ownership transformation”), and/or established with
little or no capital. Moreover, as elsewhere in CIS and other transition countries, the system suffered from
an insufficient legal and regulatory framework, inadequate accounting and audit standards, weak
standards of governance, underdeveloped management systems, and a general lack of experience in
market-based banking. This ultimately led to problems with loan portfolios, particularly as Armenia’s
macroeconomic policies tightened in the mid- to late-1990s. From the monetary perspective, CBA
tightened refinancing requirements. From the fiscal side, government reduced subsidies and quasi-fiscal
losses. Thus, most banks were unable to obtain relief, and ultimately became undercapitalized, in many
cases to the point of technical insolvency. Thus, since the late 1990s on, CBA has spent many years
restructuring, merging and liquidating troubled banks. Over the last decade, a net 54 banks have gone
through some kind of closure process.

Because of the limited presence of state banks in the 1990s, the banking system has been essentially a
privately owned one. As such, Armenia has not had to go through an ambitious privatization exercise in
its banking sector. Rather, the challenge has been to attract strategic investment into the sector from “fit
and proper” owners, and to strengthen governance and management so that licensed banks can manage
portfolios, introduce new products, and generate sufficient earnings to boost capital without assuming
dangerous levels of risk. Now that CBA has gotten the system to a point where it has banks that generally
meet capital and other prudential requirements, the next step is for them to be able to assume higher levels
of risk and to introduce new products/services to increase earnings. There is some evidence in 2004 that
this is beginning to happen.

3.2.3 Concentration

As noted above, there is some balance sheet concentration in the banking sector. By category, the five
largest banks account for about 57 percent of total assets, 63 percent of total loans, 66 percent of deposits,
and 42 percent of capital. The top 10 banks generally account for more than 80 percent of each of these
measures. Nonetheless, the system is not overwhelmingly concentrated, as there is some variation in
rankings of individual banks by category. For instance, HSBC is the largest bank in assets and deposits,
but not in capital. It is also not among the top five in loans. The real challenge is for the other larger banks
to demonstrate capacity that wins the trust of the public to be able to attract deposits and additional
funding, thereby reducing HSBC market share as the overall market grows. This has begun to happen in
2004 in several areas, although not yet in the household and small business deposit mobilization field.
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The banks offer some fee-generating services (e.g., trade finance, credit cards), although these figures are
low on a system-wide basis. As of September 30, 2004, banks had generated $11.2 million in commission
income, or $15 million annualized. Commission income was about 30 percent of interest income.

Meanwhile, the largest corporate firms (e.g., beverages, diamond polishing, metals, energy) have access
to loans and other financing abroad. Private external debt was $678 million at year-end 2003, of which
$396 million was for enterprises and another $188 million represented inter-company financing. (Banks
accounted for $94 million in international borrowings.”") The combined figures net of the banks were
more than bank balance sheet values at year end 2003, showing there are other mechanisms for large
enterprises to arrange for financing outside the domestic banking system. However, in general,
intermediation levels are low and banking is underdeveloped. As elsewhere throughout the CIS region,
banks (and formal financial markets in general) play a marginal role relative to the overall economy.

3.24 Governance, Boards and Internal Oversight

While improving in recent years, corporate governance standards are not considered strong in Armenia
when compared with recommended practices.”” This is largely due to the underdevelopment of financial
markets, limited board and management capacity, lack of familiarity with IAS (now IFRS) and the use of
such information for financial management purposes, underdeveloped information systems, the nascent
autonomy and reporting modalities of internal audit functions, weak protection (to date) of minority
shareholder rights and creditor rights (the latter resulting from a traditionally weak framework for secured
transactions and loan recovery), and a general lack of tradition with regard to open information flows and
disclosure of problems for the early detection of risks. This is changing in some cases, particularly as
regulatory requirements have tightened over the years. For instance, it is now mandatory for banks to
present their financial statements according to standards consistent with IFRS. Likewise, efforts are
currently underway to strengthen creditor rights. In some cases, with prodding from the CBA and
incentives from prospective investors in the donor community, banks are taking the initiative and
improving standards. However, as of 2004, corporate governance weaknesses were still reported to be
fairly common in the banking sector.

Boards are not considered to have the capacity to satisfactorily play their roles in overseeing management
performance once the system becomes more complex. At the moment, banks are generally small, tightly
controlled, and run more like commercial finance companies for the benefit of family and cronies than as
market-based commercial banks. Thus, boards have not had to develop the kinds of skills, capacity,
procedures and systems to operate as elsewhere in the world where markets are more developed. Board
members are appointed to serve as allies of management or controlling shareholders, rather than to exert
serious governance. In some cases, there are key weaknesses in terms of professional qualifications and
experience, notwithstanding academic or other credentials that might seem to be suitable on paper. In
other cases, those qualified are unable to dedicate the time needed for serious focus on management
performance and financial operations. As the macroeconomic and financial fundamentals push banks to
take on more credit risk to sustain high net spreads, both boards and management will need to focus more
attention on credit and market risk.

Independent board members and special advisers are not common in banks in Armenia, partly because the
banks are small, and the one bank that is comparatively large (HSBC) either does not need such members
and/or is able to hire them if needed. However, as a general practice, independent board members and
special advisers are not found for purposes of strengthened governance within banks, although they are

"M IFS data show banks had $102 million in foreign liabilities at year-end 2003, slightly higher than the reported $94
million.

72 See the original “OECD Principles of Corporate Governance” issued in 1999, as well as the more recently
released version for guidance on fundamental principles in 2004 at www.oecd.org.
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hired for advice on other matters. In the banking sector, there is some discussion about requiring
independent board members, particularly with regard to audit and supervisory functions. However, to
date, this has not been the practice. Likewise, banks generally do not have special committees set up for
legal, credit, audit, risk management, and other common functions addressed by boards. This will be
essential for banks, but also for CBA as it gradually moves to strengthen contingency planning in due
course and to develop a policy with regard to lender of last resort financing.

Minority shareholders face challenges resulting from the right of large or majority shareholders to redeem
shares through “put options”, as well as from the right of majority shareholders to decide on large-scale
purchases without consulting with other shareholders. In effect, such rights can dilute the value of shares
in general, deplete assets, undermine future prospects for competitiveness, and leave minority
shareholders with little or no salvage value in the event of bankruptcy.

Although CBA has toughened reporting requirements over the years, bank information is still often
incomplete or flawed. This is reported to be less an issue of the banks, and more an issue of weak
accounting and auditing standards in the real sector. With financial information not considered
trustworthy from real sector clients, banks have generally shied away from making loans in recent years
to avoid the risk. High net spreads resulting from relatively safe securities investments mitigated the need
to risk asset quality or to absorb the higher costs of loan origination. However, now that T-bill rates have
declined and yields on securities in Western markets remain low (albeit rising slightly), banks will need to
look increasingly at the potential loan market. In fact, this is already happening, with a fairly significant
increase in loan volume to the real sector in 2004 as compared with prior years. The existing CBA credit
registry combined with the new ACRA credit information bureau (to be introduced in the coming months)
will help with information quality, timing and veracity (if ACRA is able to obtain the information needed
from banks). However, more generally, enterprises and households lack a tradition of transparency and
disclosure in Armenia. This will need to be overcome for market development to proceed.

The role of external audit has been used to supplement the regulatory/supervisory role as a basis for
strengthening banks’ internal information systems, building up capacity to report regulatory financial
information, and increasing capacity for banks to disclose financial information to the public. For
instance, banks are now required to publish their audited financial results on a quarterly basis, and to
provide notes in their annual statements. Published quarterly reports also require that banks disclose non’
compliance with any key prudential measures. As banks mature, they will also begin to treat the external
audit function as a strategic exercise, not just a reporting formality. Presumably, this will lead to
strengthened governance and oversight capacity.

Internal audit and controls are monitored by CBA as part of the supervisory function. This effort started in
the 1990s after banking problems surfaced, and as part of the global effort to address the Y2K challenge.
Since then, this function has been strengthened as part of the effort to develop risk management functions.
However, autonomous internal audit systems are just beginning to play their role in the banking sector.
With assistance from multilateral and bilateral organizations, CBA has worked with the banks to help
introduce adequate internal audit, systems and controls. This is part of the regular on-site examination that
CBA conducts every year or two on the banks, and can be the subject of a targeted inspection if a problem
emerges. However, reports indicate that capacity is limited, and significant work is needed to ensure
banks have the internal information needed to monitor and manage risk, as well as to properly
communicate with CBA to protect against institutional problems that could undermine overall financial
stability. While there is little potential systemic risk at the moment due to the size of the system, this will
become an issue over time as banks assume more risk and grow, and as operations and the market become
more complex.

MIS has improved in recent years as the banks have moved to strengthen the timeliness, accuracy and
volume of financial information. This has also been driven by CBA and the tighter prudential framework.
Some of this relates to the chart of accounts, introduced in 1998 (and amended more than once, most
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recently in 20037°) to facilitate the preparation and electronic submission of uniform bank performance
reports (UBPRs). The chart of accounts is generally considered to follow IFRS, and most of the banks
along with CBA have come to recognize the importance of these reports. However, their degree of usage
for financial management purposes remains an open question. For now, the general view is that they are
regulatory reporting formalities, not tools for risk or portfolio management and strategic planning in a
competitive market.

3.2.5 Management Capacity

As with governance, management capacity has been strengthened in recent years. However, management
is reported to still be relatively weak in terms of capacity and systems regarding credit and market risk.
While HSBC has generally accepted practices in place, most banks operate strictly on a collateralized
basis. Until 2004, banking decisions in recent years have been carried out in a fairly rules-based manner.
Small loan requests were denied because households and enterprises making those requests did not have
adequate assets for cover. For mid-sized and larger companies, should collateral not equal or exceed at
least 150 percent of loan principal, credit requests were routinely denied and liquid resources net of
reserves were put into safe government securities or low yielding bank securities abroad. More recently,
banks have been willing to assume credit risk in the areas of consumer lending (e.g., to finance white
goods), commercial trade and housing finance. For instance, in the first three quarters of 2004, consumer
loans have increased from $41 million-equivalent at year end 2003 to $71 million as of September 30,
2004. At such a pace, that would mean a doubling of consumer loan exposures within one year.
Considering that these loans are generally for up to three years and banks have limited term funding, this
suggests the banks are beginning to assume greater risk with regard to asset quality as well as asset-
liability management. Likewise, loans for commercial trade have increased from $37 million at year end
2003 to $56 million as of September 30, 2004. While these are shorter-term loans than consumer lending,
the key here is that banks are taking on a bit more risk as resources flow into the system and as earnings
from government securities diminish. Likewise, loans to industry have increased from nearly $53 million
at year end 2003 to $70 million by September 30, 2004. As part of the effort to bolster earnings, bank
management will need to be more risk-oriented in the future. Nonetheless, this will require greater
capacity and systems to monitor for asset quality.

With high real GDP growth in the last few years and substantial cash running through the system, bankers
are finding they have opportunities to finance with reasonable assurance of being repaid on time.
However, in the future, there will be a point when the economy slows a bit, and/or collateral values are
determined to be overvalued for borrowers having problems meeting the terms of their loan agreements.
Thus, bank management will need to be prepared for when these conditions emerge.

Moreover, with time, the banking system will become more competitive. There are already indications of
this occurring, as HSBC now accounts for less in terms of loans and capital than it did at year-end 2003.
Anelik is already the market leader in terms of non-interest income among banks, while Armsavingsbank
also generated more in commission income in 2003 than did HSBC. Converse and Armeconombank also
are not lagging too far behind HSBC in commission income measures (2003 data). A revitalized
Armsavingsbank could intensify some of these competitive challenges at the retail level if Vneshtorgbank
invests sufficiently and is aggressive in pursuing this market. Other banks either have investment or are
negotiating capital injections from multilateral institutions, foreign banks, and regional development

73 Changes in 2003 largely related to accounting changes concerning foreign currency swaps. See “The Banking
System of Armenia: Development, Regulation, Supervision”, CBA, 2003.
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banks.”* Should conditions markedly improve, there is also the possibility of other banks appearing on the
scene.

As competition unfolds, bank management will also need to prepare for new approaches to the market.
This includes an eventual (partial) migration to unsecured loans based on accurate cash flow projections
per project. It also includes market-based strategies (e.g., value chain analysis) that evaluate client credit
worthiness and management of accounts based on a more comprehensive relationship with that client, and
the total value the relationship represents in terms of bank income. Thus, in the last case, the bank may
make a loan that it would otherwise turn down because the borrower also uses the bank for a number of
other services that generate significant commission or fee income. When doing so, the bank will need to
be able to manage those risks carefully.

3.2.6 Human Capital

The banking system had 4,073 employees as of September 30, 2004, or about 214 per bank. The banks
are considered to be able to attract professionals for needed services. This includes former employees of
the CBA, which is positive in terms of helping the banks comply with the prudential framework and
typical of hiring patterns in transition economies (and elsewhere).

In terms of compensation, no specific information is available on employee packages. However, as of
September 30, 2004, salary and other remuneration expenses were nearly $13 million on an annualized
basis for the banks. This would be equivalent to about $3,159 per bank employee.

More broadly in the marketplace, people with financial backgrounds are better paid than other sectors. In
the banking sector, senior bankers are paid comparatively well, which is one of the reasons why people at
CBA sometimes migrate to the banks. On the other hand, lower level bank staff may not be paid as well
as lower level staff at CBA. Thus, the private sector does not automatically pay more than the public
sector, particularly when other compensation aspects are taken into account.

Outside the banking sector, financial professionals have average salaries more than two times the overall
average, at DRAM 129,000 (about $250/month) against an overall average of DRAM 55,609 (about
$110/month).” However, as these are figures in Yerevan, averages are likely less outside the capital.
Most financial professionals appear to be working in telecommunications (and transport), rather than the
financial sector.

3.3 NON-BANK FINANCIAL INSTITUTIONS AND MARKETS

3.3.1 General Overview of NBFis

The non-bank market is small in Armenia. It includes the insurance sector, securities markets, unfunded
social insurance fund, a small number of non-bank credit institutions, and several micro-finance groups
supported by donors. The postal system also has a small role, disbursing pension payments and, along
with money transfer companies, handling domestic and international money orders. (Other NBFIs not
included in the scope of this assignment include casinos and pawn shops, which are overseen by the same
office at the Ministry of Finance that supervises the insurance sector.)

™ For instance, Acbabank’s leasing operation (non-bank credit organization) has received investment from IFC.
Armeconombank has apparently negotiated with EBRD for a 25 percent stake. Inecobank was in discussions with a
foreign bank as of late October 2004. Likewise, Cascade Capital Holdings reportedly acquired Emporiki in late
2004.

7 See D. Melikyan, “An Overview of the Yerevan Labor Market”, Armenian Trends Q2 04, AEPLAC.
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3.3.2 Insurance

There is a new Law on Insurance adopted in August 2004 that provides a framework for insurance
companies. However, there may be revisions made to the legislation and general insurance framework as
new prudential norms are implemented. At the moment, the Ministry of Finance and Economy oversees
the sector, although not very actively. Its budget in 2003 was reported to be $12,000-equivalent, well
below CBA for banking on a per-employee or per firm basis. Moreover, there is little useful information
or reporting, making it difficult to conduct off-site surveillance. Meanwhile, staff have limited budget and
training, and are thus unable to adequately supervise the insurance sector.

Insurance companies are small in assets and capital, and limited in terms of premium revenue and
earnings. A new framework is evolving that will require firms to adhere to sound regulations regarding
solvency and liquidity. However, until new investment enters the marketplace (largely based on the
incentive of compulsory insurance), insurance will remain small and underdeveloped. From a policy
standpoint, it will be essential to eliminate barriers to entry for reputable foreign firms, and to present a
framework to make it possible to evolve to a multi-pillar pension system with well managed life insurance
companies potentially playing a role in asset management in a second and/or third pillar. (See Annexes 8
and 9 for a discussion of these issues.)

Minimum capital for entry into the insurance sector has been $100,000. However, new legislation adopted
in August 2004 will bring this up to $1 million. The new legislation seeks to bring solvency ratios,
investment policies, reserve management, consumer protection and related provisions closer to
international standards. With the increase in capital requirements, it is possible that some of the currently
licensed companies will cease to exist, and/or operate in the market as brokers rather than underwriters.

The regulatory authority is in the Ministry of Finance and Economy. With an eye towards eventual
pension reform, it remains to be seen how the insurance regulatory framework will be structured in the
future, and where it will be placed institutionally.

In general, Armenia is underdeveloped in terms of life and non-life insurance. Barriers to entry have been
in place for foreign insurers, although they are dominant in some ways through the reinsurance market.
(Only one or two of the active companies have some foreign investment.) However, no major
international insurance company has an active presence in Armenia.

Based on estimated market figures for 2003, premium revenues were less than $4 million. By comparison,
the 88th largest country in the world for insurance premium revenues was Latvia, at $220 million,76
although it is unclear from the figures how much of Latvia’s premiums are reinsured. In any event, it
shows Armenia is among the smallest of insurance markets in the world. Armenia’s density per capita
approximates $2,77 and revenues per active company were about $205,000. The following characterize
the insurance sector in Armenia:

76 See “World insurance in 2003”, Swiss Re, No. 3/2004.
" Density is defined as premium revenues per capita.
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BoX 3.1: SUMMARY OF THE INSURANCE SECTOR IN ARMENIA

Number of 24 licensed companies as of November 2004, of which 17 are
companies considered active as of mid-2004.

Ownership All insurance companies are privately owned.

Market share There is no compulsory insurance in Armenia, one of the reasons for its

small size. This is expected to change as more motor vehicles enter
Armenia and Armenia introduces third party motor liability. Other
compulsory insurance is being contemplated. Some market transactions
serve as a stimulus for insurance sector development, such as housing
loans that require property insurance.

Types of insurance Life insurance is available, as well as a wide variety of non-life insurance
products. However, only one company sells life insurance, and the
market is small. Non-life insurance products include accident, aviation,
financial, medical travel, property, and cargo.

Reinsurance Reinsurance outflows are very high and account for 97 percent of total
sums insured.

Claims Claims paid in 2003 approximated $812,000, about 20 percent of total
estimated premium revenues.

Assets Assets were reported to be DRAM 4.2 billion (about $7.5 million, or

about $395,000 per active company) as of year-end 2003. However,
market players consider these figures to be overestimated. Thus,
average assets are likely far less, and closer to capital figures.

Paid-up Capital Capital was $3.2 million at year-end 2003, or less than $170,000 per
active company.

Sources: Insurance Inspectorate (MoFE), Insurance Statistical Yearbook of Armenia 2004,
CIRCO estimates, SIL Insurance (from published sources)

3.3.3 Pension Reform and Pension Funds

One of the most acute problems in Armenia is the public welfare system inherited from the Soviet period,
designed to provide “cradle to grave” protection to the population. Early retirement conditions were
historically generous to compensate for the inadequacies of Soviet socialism. Soviet women endured long
hours of work at home, and predominantly female occupations were awarded early retirement. Miners and
many industrial workers suffered dangerous and unhealthy conditions, so they were also given early
retirement, though it would have been more socially efficient to improve working conditions and keep
skilled workers at their jobs longer. Invariably, the higher ranks of the military likewise receive higher
benefits. On the revenue side, these systems offered little encouragement to work or to pay contributions
for long-term financial sustainability. On the benefit side, they offered too much, for too many, too early.

Some reforms have been introduced in the last five years with donor support. A World Bank strategy
paper was produced in 1999 that identified improving contribution collections and strengthening the
benefit payment system as key objectives. USAID also provided direct technical assistance that
successfully delivered improvements in the number of employees for whom contributions are being made,
and in some cases increases in the amount of reported income. It created a system of social security
numbers, which has been introduced and implemented nationally. As a result, virtually all workers carry a
uniquely numbered social security card, and the system will soon issue test reports of employer and
employee data reflecting an employee’s work and contribution payment history. The ability to track and
report this information, referred to as a system of personified accounts, is being completed through the
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State Social Insurance Fund, although there is still assistance needed regarding additional computer
support. The project has also started to support the social security offices’ need for automating functions
associated with social security cards and history-gathering process by delivering computer technology.

Perhaps the biggest change has been the reported surplus in collections for 2003, whereby revenues
exceeded expenditures by DRAM 521 million (about $900,900). While cash-based deficits have not been
high and have declined in recent years, part of this is related to the simple fact that payments made are so
small.

Notwithstanding improvements, Armenia’s pension system is still in need of reform. The system is
considered unsustainable, and at risk as large-scale emigration by younger workers seeking employment
opportunities abroad reduces potential contributions. Demographics show the need to initiate pension
reform in Armenia. About 23 percent of the population is younger than 15 years of age, more than 13
percent is 63 or older (generally the point at which people are or will be entitled to retire), and life
expectancy is high at 75. While structural measures have been taken to streamline the pension system
(e.g., increasing the retirement age), the retirement age of 63 for men and 59 for women in 2003 (or after
20 years of service) is still early relative to resource flows.

Over the years, pension expenditure has risen, but remained around 3-4 percent of GDP. While social
security contributions are not reported to be in deficit (as of 2003), there are reports of mismanagement of
cash proceeds received. Moreover, deficits are partly avoided by maintaining such low payments,
equivalent to less than $16 per month on average.””

From a long-term fiscal standpoint, pension reform is needed. The government has announced its
intention to introduce pension reform in the next few years, although no clear plans have yet been decided
about what kind of system, how and by whom it would be regulated, investment parameters for collected
proceeds, etc. Any reforms will require changes in the traditional pay-as-you-go (PAYG) system to make
the first pillar more sustainable, while also setting the foundation in the long term for movement to a
second and/or third pillar. Some or all of the following measures will need to be considered:

= Redefining eligibility criteria (e.g., extending the age at which benefits are paid, reducing incentives
for early retirement), and tightening the eligibility criteria for paid benefits.

= Re-setting payment requirements (e.g., within a specified time period).
= Establishing clear guidelines for management, reporting, and decisions on value preservation.
= Setting benefits at a realistic level to protect people against poverty without being overly generous.

= Making benefits funded on a Pay-As-You-Go basis relatively flat, means-tested, or based on a
minimum pension guarantee.

= Indexing benefits to prices (rather than wages) so they retain their purchasing value over time.

For sound implementation and sustained public confidence, pension reform will also require institutional
investors, management and custodial capacity, new and longer-term financial instruments, and
improvements in the way Armenia’s securities market currently functions (to the extent that it does).
Broad improvements in governance, management, transparency, accountability, and consumer protection
will also be needed.

" There are plans to increase the eligible retirement age by 0.5 years per year until the age for women converges
with the age for men, at 63.

™ This figure is based on a monthly average of DRAM 8,350 in 2004. With an estimated average exchange rate for
2004 of DRAM 533 per $1, this is $15.67.
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Operationally, pension reform is likely to focus on building up more reliable information systems, namely
individualized records so that all existing pensioners have computerized records in the coming years. This
will help provide a more stable foundation for social insurance. However, in terms of medium-term
financial sector development, there is not likely to be much impact in terms of lending and investment.
Privately managed pension funds should evolve over time as the system develops. However, the
government has not yet agreed on policy objectives, let alone legal, regulatory or institutional
requirements to support a reformed pension system.

Pension reform will be challenging and will take time. Given the depressed level of wages in Armenia, it
is difficult to envision that a robust voluntary pension system could develop without first reforming the
compulsory pension system. One proposal under consideration, which is receiving technical support from
the World Bank, is re-directing a portion of the existing contributions funding the current PAYG, also
referred to as a Pillar One pension. If the Government of Armenia and the World Bank proceed with this
plan, one option is the creation of special purpose funds, referred to as pension funds or pension
companies, to manage the portion of compulsory contributions that will be used to fund accumulation
accounts in each employee’s name. Introduction of a draft pension law, which describes the creation of
special purpose pension companies, was expected before Parliament prior to the end of 2004. Passage of
this law would permit the creation of pension companies to manage pension contributions in the form of
accumulation accounts for each employee. The law does not address whether and how much of current
compulsory contributions could or would be directed to pension companies, but in its present state the law
does not currently block or prohibit such a re-direction of contributions. If the law passes and there is a
further directive to allow the re-direction of compulsory contributions, a portion of compulsory pension
contributions could be managed by the financial sector and ultimately be directed into Armenia’s capital
markets.

Even with legal reform, there will be obstacles related directly affecting the financial sector in creating a
system of accumulation accounts. These include:

= Small market size. Armenia has a small population, which limits its ability to reach critical mass
quickly. Critical mass helps keep costs manageable. Thus, there is a risk that per unit (account) costs
in Armenia would be high.

= Lack of investment options. The capital market lacks long-term financial instruments (e.g.,
government/corporate/mortgage/municipal bonds, blue chip equities) into which the pension
company could invest contributions.

= Lack of pension company experience. Armenian institutions have little to no experience receiving
contributions and allocating them among individual employee accounts, processing earnings,
calculating and paying benefits, issuing statements, producing public information, and preparing
regulatory reports.

= Lack of insurance annuity product experience. Armenian companies would need to create insurance
annuity products, calculate life expectancy data, carry out pricing and product risk management,
market the products, and other related activities in which they have little or no experience.

= Lack of regulatory authority experience. A framework and institutional capacity will be needed to
regulate and supervise pension companies. This will require the design of tight regulations describing
the functions of accumulation fund management to be carried out, and the ability to evaluate whether
a company meets the requirements.

= Public confidence and possible losses resulting from mismanagement, structural flaws, or regulatory
lapses. Assuming employees will be permitted to redirect a portion of their contributions into pension
companies, there is a risk that these special purpose funds are poorly designed or improperly
regulated and supervised. If that happens, this may result in losses and reduced public support.
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= Political opposition to pension reform. Another obstacle to growth of the pension sector is if the
government does not permit the re-direction of a portion of the compulsory contributions from the
State Social Insurance Fund to a system of accumulation accounts for each worker.

While the above referenced obstacles are important, they can be managed. The market can outsource to
experienced pension companies, or encourage the teaming of experienced pension companies in other
countries to partner with Armenian companies to ensure a transfer of knowledge and technology in a
timely manner. This applies to the capital markets, insurance companies, and bank custodians, and can
also be applied with regard to regulatory/supervisory oversight. Some of the functions needed for a
licensed pension company are already being carried out in Armenia. As examples, asset management
firms are in the process of designing and creating investment products similar to those of pension funds,
and a bank and postal outlets are currently disbursing pension benefits from the Pillar One system.

3.3.4 Securities/Capital Markets

There has been virtually no activity in the securities markets, be it for debt or equities. Market turnover
was estimated to be about $700,000 in 2003, equivalent to less than $3,000 per trading day. There has
been little volume and turnover in the government securities market, although the government is now
contemplating the issuance of more debt securities to develop the market and establish a yield curve.

Securities markets are broadly underdeveloped for several reasons. Key factors have been:

= Slow privatization in the medium- and large-scale SOE sector, while the nature of most other
privatization transactions in the 1990s (management-employee buyouts and vouchers) did not lend
itself to the attraction of new capital injections.

= The tightly held control of closed joint stock companies, marginalizing the role of minority investors.

=  Weak financial condition of many medium- and large-scale companies, which has constrained
development of a viable corporate bond and equities market. The number of potential issuers that are
financially sound is limited, and few could likely comply with the listing requirements of the Armenia
Stock Exchange.

= The absence of capacity and size at local government levels, which precludes the issuance of
municipal bonds.

= An underdeveloped housing finance and commercial property market, with an inadequate legal
framework, underdeveloped market infrastructure, insufficient inventory of bank loans, and lack of
standardization, all making it premature to introduce mortgage bonds or other instruments at the
moment.

=  Unwillingness to disclose essential financial information and notes based on international standards
of auditing.

= The absence of adequate information for ratings.
= The predominance of the informal sector in the economy for tax avoidance purposes.

Commercial banks are expected to be among those that will be able to list as they implement reforms.
Meanwhile, the corporate sector’s financing needs have traditionally been met by bank loans or from
other channels. More recently, many of these companies have simply operated on a cash basis and/or
borrowed abroad, bypassing the formal domestic financial system. In general, there has been no active
tradition of listing on securities exchanges, or meeting meaningful disclosure requirements to trigger
corporate debt or equity activity.

Domestic investment in securities is generally limited to T-bills, notes and bonds (limited issues). Non[]
residents are permitted to participate in the T-bill/note market. However, given the small size of the
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market, there has been virtually no international investment in these markets. Portfolio investment has
been low for years.

The government securities market consisted of about DRAM 52.5 billion ($105 million) in issued volume
as of early 2004. During 2003, DRAM 44.2 billion were allocated in 54 issues, equivalent to about $77
million, or about $1.4 million per issue. About 56 percent were for maturities of up to one year. Average
maturities were 332 days in 2003. There was some secondary market activity, equivalent to about $85
million. In 2004, about three quarters of government securities volume issued has been for maturities
exceeding one year. The longest, a $3 million bond, has a range of seven years. Secondary market activity
for government securities was equivalent to about $70-$75 million annualized for 2004,% about the same
as in 2003.

Weighted average yields declined steadily through 2003, and ranged from 9.68 percent for short-term T-
bills and 14.30 percent on medium-term instruments. In 2004, yields have come down steadily on T-bills,
starting at 7.53 percent on a January 27, 2004 issue and coming down to as low as 3.97 percent on
October 7, 2004 and October 21, 2004. Yields have generally been consistent with refinancing costs of
borrowings from the CBA, which were 4 percent as of September 2004."!

In terms of equities, privatization vouchers have been about the only securities traded. However, there is
no organized market, and most transactions are unreported or carried out privately without meeting basic
standards of transparency and disclosure. Pricing is distorted and liquidity is low. Average capital per
listed company is about $390,000.

3.3.5 Non-Bank Sources of Credit: Credit Unions, Savings and Loans, and Microfinance

According to CBA as of late 2004, there were eight licensed non-bank credit organizations. Of these, four
are “universal”, two are leasing companies, one is a credit union, and one is a specialized mortgage
finance company. These groups had about $6.2 million in assets and $3.9 million in capital at year-end
2003 (when only six were licensed), or average assets and capital, respectively, of about $1 million and
$650,000.

Since 2004, two new credit organizations have opened up operations. These include First Mortgage
Corporation, which had about $500,000 (about 20 housing loans at $25,000 per loan on average) in assets
as of late 2004. (There were no reports of active or material levels of lending yet from the second.) Thus,
non-bank credit organizations are very small, albeit comparatively large when compared to many other
non-credit organizations in CIS countries.

Among the non-bank credit organizations, one is a former bank that was re-licensed in 2003. However,
relative to the banks, they account for very little in the way of assets, loans and deposit mobilization.
Likewise, in terms of GDP, their contribution is small, with assets about 0.22 percent of GDP (2003). The
Law on Credit Organizations is similar to most banking rules, except that minimum capital is lower, and
these credit organizations are not allowed to mobilize household deposits (except for credit unions and
savings unions). The following highlights key prudential requirements of various NBCOs.

% Based on results through October 2004 and converted from DRAM 31.76 billion at average exchange rates of
about DRAM 533 to $1.

81 Refinancing rates from the CBA have been 13.5 percent in early 2003, declining to 7 percent by end 2003, and as
low as 4 percent in September 2004.
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BoXx 3.2: SUMMARY OF PRUDENTIAL STANDARDS FOR NON-BANK CREDIT ORGANIZATIONS

Minimum Statutory Capital

DRAM millions 50 50 100 150 150
$ thousands 100 100 200 300 300
Minimum Total Capital

DRAM millions 50 100 200 250 300
$ thousands 100 200 400 500 600
Minimum Risk- 2% 6% 8% 10% 10%
Weighted CAR

Maximum Risk on 10% 20% 20% 20% 20%
Single Borrower

Maximum Gross FXto 30% 30% 30% 30% 30%
Total Capital

Notes: A rounded DRAM 500:$1 ratio is used
Source: CBA Regulation 14

There are several micro-finance institutions (MFIs) in Armenia, largely supported by donor funds. Total
loans outstanding are reported to be about $13 million in total, with five groups accounting for most of
the loan exposures. Loan size varies, but generally ranges from as low as $50 to as high as $15,000.
Maturities are generally for up to one year. Interest rates vary, with some groups charging rates of 30-36
percent annualized (often amortized on a weekly or monthly basis), while others charge lower rates due to
grant financing which provides a basis for subsidizing loan rates. The effect of the latter is to undermine
the market basis for long-term sustainability of micro-finance groups, as inability to cover operating costs
(e.g., salaries, computers, communications, transport, utilities) from interest income and fees reinforces
dependence on donor funds and grant financing.

As noted, the micro-finance groups have differing areas of focus and modes of operation. Some are
largely viewed as agents of humanitarian assistance, making small loans to help people start a small
cottage business. In other cases, the MFIs are seeking to meet the needs of micro-enterprises that are
largely unmet by the banks, but on commercial terms. They are frequently working in collaboration with
business advisory services in the regions.

In general, MFIs are perceived to be weak in management capacity, and would not likely be able to
sustain themselves without donor assistance. However, there is differentiation, with about four or five
considered to be reasonably sound in terms of management capacity and operations. Some of these have
shown a clear interest in operating on a commercial basis, including sharing data and information with
each other to promote sound lending practices and positive portfolio performance. For instance, three
microfinance groups—MDF Kamurj, FINCA and the Horizon Fund (Oxfam)—produce monthly financial
information on a disaggregated basis, but on a common spreadsheet, so that market participants are aware
of market developments. However, other groups have either chosen not to participate in such efforts
and/or have relied on donor funding without moving ahead with clear plans for self-sustainability in the
absence of donor resources. There is currently an effort to clarify the legal framework for MFIs which, to
date, have gone unregulated.
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3.3.6 Postal Financial Services

The postal network consists of 901 permanent post offices (2003 data), with coverage ratios of about 33
square km and 3,400 people on average.*” There are no mobile post offices for rural areas, but the entire
country has access to services. About 70 percent of households are reported to receive direct delivery.

At the moment, about half of the postal network’s income is derived from financial services. These
generally comprise small money and payment orders, but little else in terms of financial services. (The
postal system is also responsible for the disbursement of pension payments, unemployment benefits, and
other social assistance items.) As a percent of total transfers, the postal system accounted for only 0.4
percent in 2003.

There were only 26,015 domestic and international money order transactions in 2003 (dispatch and
receipt), down from 2002 due to reduced use of the postal network for domestic payments. This suggests
that there is very little usage of the system for financial services, and that the trend is generally declining
as banks slowly expand their offerings outside of Yerevan and as money transfer companies make their
services more available to the public. Only one in 118 people engaged in a single money order transaction
once in 2003 (on average). With the weighted average value of these money and payment orders at $36,
this indicates that the postal system is used infrequently for money/payment orders, and that these
transactions are for very small amounts. Money orders are received from abroad, and are likely remittance
flows that come in to remote areas from family members working or living overseas.® However, these are
small, with an average of $58. There was also little change in 2003 compared with 2002 in volume or
value. The following table provides basic figures for 2002-03 on the volume and value of money and
payment orders through the Armenian postal system.

TABLE 3.2: MONEY ORDER TRANSACTIONS THROUGH ARMENIA’S POSTAL SYSTEM (2002-03)

2002 2003

Number of Domestic Money Orders 18,200 8,544
Number of Int’l Money Orders Sent 2,000 1,769
Number of Int’l Money Orders Received 12,000 10,897
Number of Domestic In-payment Money Orders 1,800 4,805
Total Value of Domestic Money Orders $211,041 $140,822
Total Value of Int'l Money Orders Sent $71,509 $81,275
Total Value of Int'l Money Orders Received $601,726 $634,379
Total Value of Domestic In-payment Money $19,186 $78,270
Orders

Avg. Value of Domestic Money Orders $11.60 $16.48
Avg. Value of Int'l Money Orders Sent $35.75 $45.94
Avg. Value of Int'l Money Orders Received $50.14 $58.22
Avg. Value of Domestic In-payment Money $10.66 $16.29
Orders

Notes: dollar figures derived from SDR figures at average exchange rates
Sources: Universal Postal Union; IMF; author’s calculations

%2 These are 2003 data from the Universal Postal Union. See www.upu.int.

% There are an estimated 1 million or so Armenians living and working in Russia and other parts of the CIS. There
is also a large diaspora community in North America, Europe and the Middle East. Thus, the larger “global”
community of Armenians and ethnic Armenians is larger than the Armenian population in Armenia.
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There are currently no official plans to provide financial services through the postal system apart from the
fundamental money and payment orders currently provided, and the disbursement of pension,
unemployment, and other benefits. It remains to be seen if the near-monopoly on pension disbursements
will remain with the postal system. Armsavings has expressed possible interest in taking over some of the
postal system’s current (limited) financial functions. Unless there are plans to change the approach to
postal finance, the government might want to consider having pension disbursements run through the
banks, possibly via tender, and with more than one bank involved. On the other hand, as Armsavings has
the largest network in the country, and most other banks show little or no interest in retail banking
operations outside of Yerevan, optimal conditions for competitive procedures may not be attainable.
(Adshininvest and Armeconombank have sufficient networks to bid and provide services if they are
interested. Thus, the potential for competitive bidding is there.)

As the energy sector tightens up its collection practices, there may also be some scope for the postal
service to play a more active role in offering expanded payment services. Pension reform may eventually
usher in new possibilities, both in terms of contributions as well as disbursements. Likewise, government
efforts to improve tax administration and collection may look to the postal network as part of its overall
effort, particularly if government administration experiences a consolidation of offices and services.
However, with efforts under way to strengthen local administration and the potential for electronic
provision of government services, the potential role of the post office is not likely to move much beyond
the limited role it currently plays. Moreover, if Vneshtorgbank decides to pursue these retail options
through its vast Armsavings branch network and other banks expand their branch and ATM
operations/services, there may be little reason to pursue this option. On the other hand, if the government
moves increasingly to the provision of e-government, they may still want to provide a personalized point
of contact for people unable to use the internet, etc. The postal network may provide an outlet for such
service renderings, at least in some of the more remote areas and smaller towns.

3.3.7 Leasing and Factoring

According to CBA, there are only two licensed leasing companies in Armenia, of which only one has
shown signs of activity. Contracts/assets/revenues were a little more than $1.5 million-equivalent as of
late 2004. Banks’ general exposures to leasing and factoring were only $8 million at September 30, 2004,
little changed from year end 2003. Most of it is considered “factoring” in the form prepayments made on
behalf of consumers for their loans for household appliances and cars. (This is actually more similar to
installment finance rather than factoring.)

Leasing is only beginning to develop in Armenia. Developing the leasing market is an effective tool for
lending to SMEs, as lenders (lessors) retain ownership of the assets and prospective borrowers (lessees)
do not ordinarily have to provide collateral for the lease contract (as the lender retains ownership). For
this reason, banks also generally express interest in leasing, as they view leasing as easier to manage than
secured lending in the current environment. However, to date, banks have limited exposure to the leasing
market, and Acbabank Leasing is the only active company in the market to date.

Acbabank’s leasing activity has involved agricultural and industrial equipment leasing, as well as various
services (e.g., medical and dental equipment, taxi services, pizza parlor). This differentiates Armenia
from many other markets where leasing is often driven by captive finance companies associated with auto
producers. In Armenia, these finance companies have not located, perhaps explaining why auto does not
currently dominate the leasing market. To the extent that auto leasing is beginning to occur, one bank
(Converse) is reported to have utilized auto dealers to help originate loans. This practice has apparently
slowed, and leasing in this area has likewise shown little growth through the banking system.
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Existing legislation provides adequate accounting and tax treatment, including accelerated depreciation on
all leasing assets. The main challenge for leasing development is the 20 percent VAT that applies to
imports. Armenia does not manufacture much of the agro-processing, industrial or other equipment it
needs to bolster enterprises. Thus, the 20 percent VAT significantly adds to the contract costs of the
lessees, stifling some contracts that otherwise might be transacted.

Factoring is likewise nascent in Armenia. Factoring may grow over time as banks introduce credit cards.
However, given the limited issuance of such cards to date (61,100 as of December 31, 2003), and the
generally small credit limits on these, there is little supply available for building factoring packages.
There is also no organized market for their purchase or syndication.

3.3.8 Mortgage Finance

Banks have reportedly begun to increase their loans to households for mortgage finance, although the
CBA figures for September 30, 2004 do not point to any major exposures in this area. Based on existing
data, banks had a combined $20 million in exposure to construction and other sectors of the economy. It
is unclear how much of these were actually for housing loans, as such data are not specified in the CBA
bank chart of accounts. In any event, while banks may be lending for housing and apartment construction,
purchase, and renovation, almost all transactions in this field are considered to be in cash. One report
indicated in April 2004 that banks covered less than 10 percent of effective demand for housing loans.**

There is a new non-bank credit institution, First Mortgage, which established operations in 2004 and had
$500,000 in housing loans as of late 2004. Much of this was originated by First Mortgage, although some
loans were also purchased from other originators. The loan figures represent an average of $25,000 per
loan. First Mortgage anticipates $1 million in housing loan assets by April 2005. In addition, a new
financial institution (Cascade Capital Holdings) anticipates entering the market in 2005, with mortgage-
related activities a possibility for them. However, as of late 2004, most housing finance is cash-based and
conducted outside the formal financial system.

The government is aware of interest in this area, and several reforms are underway to stimulate a more
formal mortgage finance market. (See Annex 7 for fundamental requirements for a primary and secondary
housing finance market.) Key trends to date are as follows:

= Contribution to GDP from housing-related construction approximated $193 million in 2003, about
half of total construction. Housing was thus equivalent to about 6.9 percent of GDP at market prices.

= Armenia is in the early stages of a real estate expansion cycle, although some market players predict a
significant decline in two to three years. This current boom is due to earlier housing privatization (in
the 1990s) and longstanding interest on the part of people to refurbish and upgrade their premises.
There is also interest from the diaspora community in the US, as well as reported interest from
Armenian communities in Iran and elsewhere about possible return (part-time or full-time). It is
unknown how much money from Armenians working in Russia and other markets is being put into
housing, although this is also reported to be a contributing factor.

= One of the reasons why people are investing in housing is because of a lack of confidence in financial
institutions and instruments. Housing is perceived to be tangible, useful, and likely to appreciate.
Banks and financial instruments are not yet trusted, while people broadly anticipate better returns
from their real estate investments. Much of the investment is reported to be inside the premises (e.g.,
apartments), rather than on the outside to avoid attracting the attention of the tax authorities.

= Rising real estate prices result from pent-up demand and investment flows, as well as overall
economic growth and density factors. Rising prices in Yerevan are not due to internal migration.

% See “Review of Mortgage Market in Armenia”, Bearing Point memo, July 27, 2004.
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Rather, prices are driven by external interests, particularly in the center of Yerevan and the Arabkir
district.

= There is significant price differentiation within Yerevan, as well as across Armenia. For instance, a
recent survey® of housing prices put the average market price per square meter for an apartment in
Yerevan at $206. In the other major cities of each marz, the range was as low as $30-$31 in Kapan
and Gavar to as high as $72 in Gyumri. Thus, even the highest average outside Yerevan was only 35
percent of the average in Yerevan. Moreover, in Gyumri, the maximum per square meter was $100,
which was about 10 percent of the maximum in the center of Yerevan. Thus, secondary towns have
less range between minimum and maximum prices for apartments when compared with Yerevan.

= The same trends are true for free-standing houses (cottages). The average for Yerevan was $223 per
square meter, not much different than prices for apartments. Outside Yerevan, Gyumri averaged $91,
and Kapan averaged only $31. In other markets, there is a slight premium paid for cottages as
opposed to apartments.

% See “Main Trends in the Real Estate Market”, Armenian Trends Q2 04, AEPLAC.
i
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ANNEX 4: FINANCIAL SECTOR INFRASTRUCTURE®®

4.1 PoOLICY/SYSTEM

Armenia’s financial system has been market-oriented in legal orientation for years, but has been
challenged by long standing financial weaknesses due to the absence of institutional strength, a weak
legal environment for creditors, poor governance standards and practices, underdeveloped management
systems, and a tendency towards patronage and connected lending. The traditional legacy of pocket banks
and Soviet-styled banks has largely given way to a more modern concept of commercial banking.
However, these efforts are now stymied by the penchant for informal transactions, limited balance sheet
resources, and problems in the real sector with regard to transparency and disclosure.

The banking sector enjoys a reasonably sound legal framework in terms of specific legislation focused on
banking. However, banks have faced difficulties with secured transactions and loan recoveries, a
weakness that has reduced the willingness of banks to lend. In effect, while legislation is sound, the court
system is not as consistent with regard to creditor rights as is needed for increased risk-taking. Recent
reforms to encourage out-of-court dispute resolution and arbitration help to correct this problem.
Nonetheless, there are still numerous procedural opportunities for delinquent borrowers to delay court
judgments related to contract disputes. This adds to cost and risk for creditors, and explains part of the
reason why lending has been low compared to most other transition countries.

The CBA has strengthened supervision in recent years. CBA has focused on closing troubled banks,
encouraging remaining banks to strengthen capital and asset quality, and enforcing new prudential norms
that help to assure greater stability. This is all considered indispensable for the sustainability of the
planned deposit guarantee fund, which in turn is considered essential in the effort to restore public
confidence, increase term funding for the banks, and ultimately raise intermediation to levels that will
sustain private investment for economic growth. Nonetheless, most of the banks are small and barely able
to meet minimum capital requirements of only $5 million. The net result is low levels of intermediation
and penetration, with the vast majority of funds and economic activity still outside the banking system.
Lack of public confidence in banks is reinforced by concerns about the tax authorities arbitrarily
garnishing accounts. Thus, implementation of anti-corruption measures and modernization of tax
administration is essential for restored confidence in the banking system.

Other financial services are underdeveloped. The insurance sector is tiny, with revenues of less than $4
million in 2003. This puts insurance sector density and penetration at very low levels—about $2 per
capita, and 0.1 percent of GDP—comparable to the weakest markets on a global basis. There have been
discriminatory provisions against foreign insurance companies, resulting in no investments in the sector
from any major insurance companies. (The lack of major foreign investment has also been true in the
banking sector apart from HSBC, the result of diaspora commitment more than commercial decision-
making. While nine banks have foreign capital, none is from a major bank apart from HSBC.) Rather, the
insurance firms in Armenia rely on reinsurance firms, mostly in the UK and on the European continent.®’
This has much to do with an unreliable legal framework, underdeveloped regulatory and supervisory
apparatus, and general concerns about creditor (insurers’) rights and contract enforcement. At a minimum,
major investors will need an adequate legal framework and regulatory structure to ensure stability and
competition in the insurance sector. In the case of the former, a law has been presented that is still
reported to have weaknesses with regard to solvency, investment policy, consumer protection, and other

% Primary authors: Michael Borish (all but legal for insurance, pension and securities markets) and Erik Huitfeldt
(legal for insurance, pension and securities markets).

87 Reinsurance firms prominent in the Armenian market include Lloyds, AIG, SCOR, Hannover Re, Polish Re, and
the Kiln syndicate.
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core areas of insurance. As for regulation, the Ministry of Finance and Economy is responsible, yet is not
given adequate budgetary resources, personnel and equipment to effectively do the job it will need to do
for a viable insurance sector to operate. New regulations have been drafted which are reported to be
adequate for market development. However, the supervisor will need more resources and people for
effective supervision.*®

Pension reform is planned, but neither a second nor third pillar is yet in effect. There are plans to
introduce such options for retirement savings in the coming years. However, to date, the main focus has
been on stabilizing the first pillar social insurance fund. (See Annex 9 for a discussion of pension issues.)

The securities market shows virtually no activity in terms of volume and turnover. Turnover in 2003 was
only $700,000 for the entire year. Even the government securities market is small, and has operated as
much to help the banks recapitalize as to provide the government with budgetary resources. For the time
being, there is little prospect for capital markets to develop. (See Annex 10 for a discussion of the capital
markets.) Other segments of the financial sector, such as non-bank credit organizations (e.g., credit
unions, micro-credit, mortgage finance and leasing) are nascent and financially microscopic.

As an extension of the underdeveloped market, general levels of institutional and infrastructure support
are only partly achieved. The payment system has improved in recent years, yet most transactions occur
outside the formal payment system. Improvements in the payment system are making it possible for
banks to offer debit and credit cards. However, the number of transactions remains small when compared
with developed markets.

Only two of the five largest international accounting firms are located in Armenia—KPMG and Grant
Thornton. International standards have been introduced for banks and listed companies. However, apart
from the banks, there is no real observance of IFRS. This is a contributing factor to low levels of risk-
taking by the banks.

Other supporting institutions, such as financial media, the CBA credit registry, business associations and
training institutes are relatively new in terms of their involvement in the financial system. There is an
active press that reports basic information, including the requirement to publish quarterly balance sheets
and income statements of the banks. Other very basic information can also be obtained, such as the T-bill
market. However, there are no domestic credit rating agencies operating yet (although one is in the
process), and there are no international ratings for sovereign paper, let alone ratings for any Armenian
businesses or banks. There is an effort under way to introduce a comprehensive credit information bureau,
the Armenia Credit Rating Agency (ACRA). While it is facing difficulties obtaining the information it
needs to be useful to creditors in general, it will supplement the more limited credit registry at the CBA
once established.

There are 60 universities and institutes of higher education in Armenia, and education and training are
generally strong points for Armenia. However, specialized courses for bankers, insurance and other
financial players and exposure to market-based practices in the financial sector will require on-the-job
training to capitalize on the wealth of human resources available in Armenia. Distance learning is
currently underutilized as an option, and developing a reliable certification and continuing education
program (driven by the private sector) will be essential for market development. Business associations
and training facilities exist, many of which have the potential to assist with market development.
However, to date, their contribution has not been as strong as found in other economies where markets are
more developed.

The Armenian Bankers’ Association represents the banking sector, and there is also the Insurers’
Association as well as associations in real estate and appraisals. The Bankers’ Association has had some

% The total annual budget for the Insurance supervisor is reported to be only about $12,000-equivalent.

Armenia: Financial Sector Assessment 162
Final Report




Annex 1b FSD o
[ | |

input into the legal and regulatory process with CBA. However, their contribution has otherwise been
fairly limited, partly due to the difficulties Armenian companies (including banks) seem to have in
working together on issues of common interest. This is a corporate culture issue that permeates Armenia,
weakening prospects for competitiveness and market development in favor of closely-held
marginalization.

There is an Association of Accountants and Auditors of Armenia, an outgrowth of the earlier Chamber of
Auditors. Few of the 800 or so members are certified in international standards of accounting or auditing.
There has been some technical assistance provided to remedy these weaknesses. Nonetheless, the
effectiveness of such assistance has been undermined by the ongoing political control exercised by
Ministry of Finance and Economy in preventing the association and profession from moving to a more
standards-based approach. As such, very few audits do more than provide companies with the financial
information they wish to present to the authorities to keep tax liabilities low, adding to the cycle of
distrust between the real sector and the tax authorities. A consequence of this approach is that the
profession has not made the contribution it could make to firm-specific competitiveness and managerial
effectiveness.

Many of the constraints to financial market development are found in the real sector. In the case of
companies, there are problems of governance, management, and information dissemination. There is no
tradition of open disclosure, and accounting standards are inconsistent with international standards. As
such, even if banks evaluated credit risk based on audited financial statements, there is insufficient
information and notes. Thus, banks are faced with companies that are not always willing or able to meet
the information needs of banks for banks to comply with their own underwriting criteria. The desire of
potential borrowers in the enterprise sector to avoid taxation also adds to this challenge for banks. A weak
institutional environment and judicial framework compounds the problem. While progress has been made
in some areas, it will take time to correct these problems.

These weaknesses adversely affect banking and financial sector development because they constrain the
market, limit investment, reduce confidence for long-term planning, and add to risk and cost. This reduces
opportunities for lenders and investors in the private sector, restricting the number of viable companies
and providing incentives for firms to stay small in assets and short-term in focus. All of this is reinforced
by the broad context of a small market (2-3 million people), low per capita incomes and purchasing
power, regional risk, a landlocked position, and opportunities for investors elsewhere where uncertainty
and risk are not as great or the potential return is higher. The following table provides a synopsis of key
environmental factors and challenges related to financial sector development, all of which are discussed
more fully below.

Armenia: Financial Sector Assessment 163
Final Report



Annex 1b FSD

BoXx 4.1: A SNAPSHOT OF ENVIRONMENTAL CHALLENGES IN THE ARMENIAN FINANCIAL SECTOR

Issues Challenges

Supervisory

Legal & Collateral enforcement weak due to the absence of a unified and digitally
Judicial accessible registry for moveable and immoveable items, and title issues related
to the ownership of property
Judicial capacity inadequate due to issues of orientation and experience,
corruption, insufficient capacity and support in the system, and time required to
adapt to new legislation
Alternative dispute resolution and arbitration relatively new and underdeveloped,
although reported to be working in some cases
Economy and governance (public and private) still weak and lacking in
transparency and managerial professionalism
Business environment still perceived to be unfavorable, resulting in high levels of
tax evasion
General lack of trust and confidence in institutions, making resource mobilization
and intermediation more difficult
Regulatory & | Risk-based techniques new to Armenia, with most banks still operating on a

rules-based approach

Supervision not consolidated (although system still far from complex)

Mandate for supervision challenged by debtors and bankers with strong political
connections, although supervisors’ mandate has been strengthened in recent
years

Partial compliance at best (or non-compliance) with some key Basel Core
Principles in banking supervision, namely governance and consolidated
accounting/supervision

Outstanding concerns about capacity for management of credit and market risk
at banks, and sufficiently early detection at CBA as the system becomes more
complex in the coming years

Securities and insurance regulators have had little market experience

No structure or program in place for pension reform, including regulation and
supervision

Payment &
Settlement

Low levels of usage relative to number and volume of transactions as a whole
Most transactions occur outside the formal system
Small (low) value payments relatively new and underutilized

Accounting &

No real tradition of transparency or disclosure of information

In_formation No real tradition of use of accounting information for management uses
Disclosure Limited capacity of the domestic accounting/audit profession in monitoring
performance and adherence to RAAS, let alone international standards of
accounting and audit
Tradition of widespread tax avoidance
Insufficient mandate for Armenian Accounting and Audit Association to advance
professional capacity and certification of practitioners
Rating Independent credit bureau and/or agency not yet operating
Agencies & CBA credit registry limited as tool of credit risk evaluation for banks because it
Systems lacks information on non-bank creditors
New credit information bureau will help, but not yet set up and facing difficulties
obtaining needed information
Financial Limited financial intermediation and capital markets activity reduces the flow of
Media information and role played by financial press (net of quarterly results, balance
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Issues Challenges

sheets and prudential indicators of the banks, and some basic government
securities data)

Professional | Associations exist (including in banking, insurance, real estate and
Associations | accounting/auditing), yet their involvement in practical enforcement of legislation
has been limited

Academic Universities have capacity in many areas, but more market experience and on-
Capacity the-job training is needed
Management training in business and finance relatively new

Distance learning not used as much as it could for continuing education by
private sector

Other Telecommunications sector is considered a weakness due to monopoly status
(through late 2004) of Armentel

Opening up to competition (wireless) is needed to improve electronic systems,
which are underdeveloped and a constraint to competitiveness

Postal network lacks capacity as point of outreach for financial services in areas
where banks not present

4.2 LEGAL FRAMEWORK

4.2.1 Legal Framework for Banking

In addition to the Civil Code, the legal framework for banking is based on four key pieces of legislation
and about 20 or so regulations, and additional guidelines that define the scope of practice for banks based
on prevailing legislation. Armenia adopted the Central Bank Law in 1996, which was subsequently
amended as recently as 2002. The Law provides the CBA with responsibility for devising and
implementing monetary policy, licensing and supervising banks, designing prudential norms to be
followed by banks, and otherwise regulating and monitoring the banking system to ensure it remains
stable and solvent.

The Law on Banks and Banking, also adopted in 1996 and subsequently amended, established the basic
guidelines for commercial banking in a two-tier system. This Law specifies objectives, regulatory and
licensing requirements, permitted activities (including mergers, acquisition of other banks’/enterprises’
shares), organizational and managerial issues, capital requirements and ownership provisions, bank
administration and reorganization, and liquidation. Some of these issues were reconciled with and
superseded by the Law on Bankruptcy of Banks and Credit Institutions, adopted in 2001, which dealt with
bank bankruptcy, financial rehabilitation of problem banks, and orderly resolution of outstanding claims.

Key legislation and by-laws for banking and non-bank credit organizations as of end 2004 include the
following:

= Law on the Central Bank of the Republic of Armenia
= Law on Banks and Banking

= Law on Bankruptcy of Banks and Credit Institutions
= Law on Banking Secrecy

= Law on (non-bank) Credit Organizations

= Twenty regulations dealing with registration and licensing, prudential norms, financial reporting,
bank insolvency and rehabilitation, currency regulation and control, foreign exchange transactions,
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money transfers, payment and settlement, debit/credit cards, and deposit guarantees.

Additional implementing regulations are being drafted or have already been approved to be consistent
with new legislation, including anti-money laundering provisions consistent with FATF principles.

While there are provisions permitting ownership of banks by non-banks and real sector
enterprises/conglomerates, CBA has enforced a tight restriction on their involvement in core bank
operations. For instance, one bank is 90 percent owned by an insurance company, yet there is no cross-
selling. Moreover, CBA has regulatory and licensing tools to prevent effective control of banks by non-
banks based on licensing standards and requirements for bank ownership. As of late 2004, non-bank
ownership of banks is generally subordinated to a pre-approval process by CBA whenever individual
shareholders assume stakes of 10 percent or more of a bank. In general, banks have operated on a fairly
narrow commercial bank basis in the last few years as part of the larger effort by CBA to stabilize the
system. Over time, increasing complexity is anticipated. However, at the moment, most banks consider
themselves to be “universal”, but in fact are fairly basic in terms of their activities.

There are restrictions on banks being engaged in non-bank activities. Banks are permitted to establish
brokerages and underwrite securities (according to the Securities Market Law, but not banking
legislation). However, because of the limited market as well as CBA oversight, banks have done very
little in recent years apart from mobilize deposits, invest in government securities, make small loans, and
wire transfer funds in and out of the country. More recent issuance of credit and debit cards has opened up
new opportunities, and basic services tied to these products (e.g., payroll services for donors, large
enterprises) are beginning to emerge. This is in keeping with banks’ legal mandate.

There appears to be some confusion with regard to foreign investment. CBA is clearly open to foreign
direct investment into the banking system, particularly if it originates from a prime-rated institution.
Likewise, the law permits the establishment of foreign bank branches, but CBA imposes restrictions on
deposit mobilization. To date, only HSBC has invested to date among the world’s prime-rated banks, and
this was largely inspired by a member of the diaspora community. Nine banks in total have majority
foreign investment, but none is considered a major international bank apart from HSBC. The confusion
may be concerning the requirement that all foreign financial institutions be resident Armenian companies,
more like subsidiaries, rather than having the option of establishing foreign bank “branches” that
generally are not required to have specific capitalization for that branch’s operations and are permitted to
mobilize deposits. Instead, foreign bank branches are responsible to the host country supervisor, rather
than the domestic supervisory authority, although there are ongoing reporting requirements in the country
of operation as well. Under such conditions, the latter coordinates with the former to obtain adequate
information and understanding of how the branch’s operations impact the market in the country of
operation (i.e., foreign branch impact in Armenia). In light of the numerous risks and vulnerabilities
associated with the Armenian market, CBA might want to simply stipulate that any foreign bank branch
(and similarly in insurance) be restricted to companies with high investment-grade ratings by
internationally recognized rating agencies, and by establishing clear communications protocols with the
host supervisor. Such an approach might then provide an incentive for major international banks to take
another look at establishing an operation in Armenia. This is sorely needed, particularly as HSBC is
limited in its own capacity in Armenia, and then is very little trust among the public in other banks. To
happen, it appears CBA would need to cede primary supervisory responsibility to the host country
supervisor.

Meanwhile, in terms of banking supervision, CBA will eventually need to introduce policies and
procedures to carry out consolidated supervision. At the moment, this is not a major problem, as banks are
fairly limited in their activities and risk profiles. However, because their earning opportunities are also
fairly limited, banks will need to pursue other activities to generate greater earnings. Over time, this will
translate into greater complexity and risk assumption. As such, both banks and the CBA will need to
enhance capacity to manage these risks while gradually expanding the parameters of transactional
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activity. For banks, this will also mean greater capacity to anticipate and manage credit and market risk.
For CBA, this will mean sufficient capacity to evaluate banks’ risk management capacity as CBA
becomes more risk-oriented in its supervisory practices.

Another key issue for banks and CBA will be corporate governance, currently viewed as weak and
underdeveloped in the financial sector, and even more so in the real sector. At a minimum, banks will
need to disclose more information over time on their affiliates and subsidiaries as they expand and
diversify. The two international accounting firms in Armenia are able to conduct audits according to
international standards, including sufficient notes and validation of management information presented.
However, evolution of a more standards-based approach to audit and accounting practices in Armenia
will also be needed to ensure daily operations, back-office systems and controls, MIS, and related
elements of financial reporting are sufficiently in place for boards and management to assess and manage
such risks in a prudent manner. Combined with more banking professionalism at the board and
management level, autonomous internal audit functions, dedicated risk management departments, and
well-trained compliance officers, Armenian banks will be able to move closer to international standards
of governance. However, for now, banks are generally considered to lag these standards.

With regard to bank bankruptcy, there have been 10 bank closures in the last few years and a net 54 since
1993. However, there have been some limitations on the role of administrators to carry out an orderly
reorganization of a bankrupt bank in the past. This has included the right of the administrator to invalidate
illegal transactions (e.g., fraudulent conveyances) and to terminate contracts consistent with defined
duties. On the other hand, there has also been a gap in terms of court review when decisions of this sort
are made. While the courts in Armenia have been notorious for backlog, eventually, there will be a need
for an appeal process for shareholders of a bankrupt bank once the CBA has declared the bank insolvent
and bankrupt. In one sense, the right of CBA to declare a bank insolvent is an advance from the earlier
prudential framework, when shareholders alone had the right. This weakened the role of the CBA in
supervision, and was subject to abuse. On the other hand, now that CBA does have this mandate, due
process (as in functioning market economies) permits the right of appeal. This also calls for the need for
enhanced capacity in the court system to adjudicate on such matters. Court capacity has been called into
question in the past, particularly concerning the role of the Ministry of Justice prosecutor’s office on some
commercial cases.”

Many of the residual problems associated with financial sector development are more closely related to
problems in the broader legal and economic framework of the country, rather than the specific legal
framework for banking. There are still problems in the legal system for banks with regard to secured
transactions, creditors’ rights, enforcement through the court system, underdeveloped vehicles for out-ofT]
court dispute resolution, political patronage and vested interests, and weak infrastructure in the form of
property registries. Progress is being made in several of these areas, although more needs to be done to
shift the business environment to be more conducive to risk taking. These include improving the
functioning of the courts when commercial disputes arise, further enhancing capacity for alternative
dispute resolution, reducing the scope for corruption, and finalizing the work begun with regard to
property and pledge registries.

4.2.2 Legal Framework for Insurance

There are two key pieces of legislation concerning the insurance sector. These include the Law on
Insurance, and the Law on Licensing. A Law on Bankruptcy of Insurance Companies is also being

% As one example, the administrator in the Credit Bank Yerevan cases was imprisoned while discharging duties of
bank administration. CBA claims this was an abuse of MoJ authority, and reflects the need for commercial training
in the Prosecutors Office, particularly given the power that office wields.
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prepared (the draft is not yet available in English), and legislation regarding third party motor vehicle
insurance is also being discussed (but not yet drafted).

The new Insurance Law came into effect on August 1, 2004, and the regulations for this law are being
prepared. Regulations for the previous Insurance Law from 1996 are still being used to the extent that
they apply to the new law.

The legal framework for the insurance sector has certain shortcomings that may be in the process of
correction. Key weaknesses have included:

= The restriction on significant ownership (Law on Insurance) was undercut by the right to establish
nominee accounts (Securities Market Regulation Law) until recently, with modifications made
regarding nominee accounts to reduce the potential for money laundering.

= No clear specification of the insurance supervisor’s responsibilities and objectives.

= The absence of protocols for the insurance supervisor to work closely and exchange information with
other domestic and foreign financial supervisors.

Other practices, partly driven by the existing legal framework, also undermine market development. In
Armenia, the marketing and selling of insurance products through independent agents is prohibited.
Instead, the insurance company must employ its sales force. By contrast, in most countries, insurance
companies pay their agents on the basis of earned sales commissions instead of taking the risk of having
to pay salaries to a large number of sales representatives under an employment contract. The approach in
Armenia greatly reduces the use of insurance products because insurance companies are not likely to
employ the required workforce. Insurance products need to be actively sold by a strong sales force that
can create demand for insurance products. (They do not sell themselves in the same way a bank’s loan
products sell.) Permitting insurance sales through independent agents will boost use of insurance
products, while also having the potential beneficial effect of decreasing unemployment.

Meanwhile, foreign insurers have limited access to the domestic market, although they receive most of
the premium revenues generated in the system through reinsurance. The Law on Insurance prohibits
insurance organizations with at least 49 percent foreign investment (shares in their statutory capital) to
sell life insurance, mandatory insurance, mandatory state insurance, or insurance for the “property
interests” of state and local organizations in Armenia. Selling foreign insurance through a local insurer,
agent or intermediary is also prohibited. These are needless obstacles and constraints in a segment of the
financial sector that is seriously underdeveloped and in need of competition, capital, management
expertise, integrity, product development, and general know-how. Such prohibitions also weaken
prospects for effective supervision and public confidence.

Armenia has also legally permitted insurance companies to sell life and non-life insurance products as one
legal entity. While only one company sells life insurance and the market is exceedingly small, Armenia’s
legal framework in this regard is inconsistent with international standards that call for separate legal
entities to provide life and non-life products. It is necessary to keep these two forms of insurance business
separate to ensure that their solvency standards correctly reflect the different risks posed by differing
forms of insurance. This principle is expected to be adopted, as provisions in the new legislation call for
separation of legal entities and relevant balance sheets, solvency ratios, etc.

4.2.3 Legal Framework for Pensions

The Ministry of Finance is preparing a Law on Non-State Pension Security (the “Law on Pension
Security”) and there were plans to deliver this draft law to the first reading in the Parliament in December
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2004.” It contains provisions that are partly consistent with the legal framework of other countries with
professionally managed pension funds. However, there are also clear gaps.

The draft Law on Pension Security includes provisions allowing employers to make contributions to the
pension fund. However, it does not contain any provisions regarding the terms and conditions between the
employer and the pension fund (commonly called the pension scheme).

The draft Law envisions an active market, authorizing insurance companies, banks and pension funds to
offer pension products. However, it does not provide a framework for the regulation of the pension
business conducted by either banks or insurance companies. Instead, the draft legislation only provides
for regulations applicable to pension funds offering pension products.

Pension benefits are to be calculated and paid on the basis of a formula prescribed by the bank supervisor,
the insurance supervisor, or the securities supervisor. The Law also includes contradictory provisions
stipulating a minimum wage-based maximum for pension contributions, as well as stating that pension
contributions cannot be confined. Thus, there is an absence of clarity about contributions as well as
benefits to be paid into and out of the funds.

The law authorizes the pension fund to invest in government securities, securities listed on a stock
exchange registered by the Securities Commission, and securities “circulating outside the Republic of
Armenia”. However, it does not include any requirement to ensure the capital adequacy of pension funds.
The Law also does not contain any tax provisions, or make any statements about tax deductibility
provisions for certain securities as opposed to others.

A Council elected by the members of the pension fund is to manage the pension fund, with powers to
decide the investment strategy for the pension fund. The Council is also empowered to elect an
Administrator for the pension fund, with the Administrator being responsible for the daily running of the
pension fund. (The Administrator can be a person or a company.) Meanwhile, the law assumes that the
pension fund retains an Asset Management Company, and states that the Asset Management Company
shall implement investment and management functions for the pension fund. In practice, the Asset
Management Company will be much less involved in running the pension fund than is customary practice
in other countries, because it is left to the Council to decide on the investment strategy for the pension
fund, and for the Administrator to oversee actual management of the fund. These provisions will cause
difficulty for investors who wish to prospectively assess the pension fund’s chances for success. Not only
do the provisions allow Council members to change frequently, but also the investment strategy itself
may continually be subject to change at the whim of the Council.

4.2.4 Legal Framework for Securities Markets

Along with the Civil Code, there are two relevant laws that apply to securities markets. These are the
Securities Market Regulation Law, and the Law on Joint-Stock Company. A Draft Investment Fund Law
is also being prepared.

Overall, the Securities Market Regulation Law is well drafted and contains all provisions one would
expect in a securities law. Recent elimination of nominee accounts brings the legislation closer to
international standards. However, there are some definitions and concepts that need to be revised,
amended, clarified or revisited. These include:

= The definition of prospectus should clarify that it is a specific document that must satisfy information
requirements provided by the law. A company must publish a detailed prospectus when it is
conducting a public offering by issuing and selling securities.

% For this analysis, the October 23, 2003 draft law has been reviewed.
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Several issuers of securities are exempted from having to publish a prospectus, such as banks,
insurance companies, religious, educational, benevolent, and other non-commercial organizations.
Short-term bond issues are also exempted from the prospectus requirements. The exemptions from
the prospectus requirements do not comply with internationally accepted principles.

The definition of beneficial owner refers to 10 percent ownership. However, elsewhere in the
legislation, the term “beneficial owner” is used to describe the real owner of the security. The latter is
preferred, and “beneficial owner” should be amended to make clear that it refers to the person who
controls and obtains benefits from owning the security.

Legislation provides the requirements that apply to broker-dealers, namely that a broker-dealer should
be organized as a partnership or a company. This should be amended to provide capital adequacy
requirements for broker-dealers, as broker-dealers are allowed to trade securities on their own
account. Imposing a capital adequacy requirement would also necessitate an amendment requiring
that a broker-dealer company must be organized as a joint-stock company or a limited liability
company.

The Law should provide that one of the securities supervisor’s objectives is to monitor the financial
soundness of broker-dealers and trust managers. It should also provide a practical and effective legal
basis for close cooperation and exchange of information with other domestic and foreign supervisors.

Several of the weaknesses associated with the functioning of the Armenian capital market relate to the
Joint-Stock Company Law. Key weaknesses include issues related to share redemption, minority
shareholder rights, asset stripping, and corporate governance. Examples include the following:

The term “put option” is used to describe a shareholder’s right to redeem his share(s) in the company.
(A put option normally means a contract entered into by a share owner that gives him the right to sell
his share to the seller of the put option at a determined share price at a certain time or within a
stipulated period.) However, providing a shareholder with the right to redeem shares in this manner
runs counter to the concept of shareholding, makes it more difficult for the company to survive
through difficult times, and will limit the company’s access to loans and credit. At a minimum, a
more transparent approach to buying and selling shares should be required, including for treasury
shares in which the company openly buys back its shares at a publicly advertised and disclosed price,
rather than an automatic right of redemption by shareholders that can impose a burden on the
company and remaining shareholders, endangering the value of their residual shares.

Payment of shares can be made in kind, including money, securities and property rights, and
intellectual property. The option to pay in kind is regularly misused by majority shareholders to
defraud the company and its minority shareholders because it is difficult to accurately price the value
of the asset that is used to pay for the shares. The option to pay in kind should be prohibited. This
will help prevent majority shareholder abuse by selling ownership in the company for assets with
highly inflated value.

Legislation aims to protect minority shareholders by requiring heightened scrutiny in connection with
large transactions conducted by the company. The law also seeks to prevent fraudulent transactions,
such as purchasing assets with overstated values or selling assets at understated values. However,
company management typically conducts such “asset striping” or “tunneling” practices. For example,
the management board is required to establish the price at which the company is buying property.
Only when the company is buying property for a value that is equal to 50 percent or more of the book
value of the company is a shareholder’s meeting required to make the decision regarding the
purchase. Since it is typically management that is conducting the asset stripping of the company, this
provision will not effectively prevent fraud. Shareholders must be involved in the decision to ensure
that transactions are properly monitored.

Legislation regulates several conflict of interest situations. While these provisions are useful, they
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would be more effective in protecting shareholders if the law were to define “conflict of interest.”

= [egislation includes provisions regarding preferred shares that are intended to regulate bonds and
other types of debt securities. However, there is confusion between preferred shares and debt
securities, particularly as non-payment of dividends to the holders of preferred shares for a
consecutive three-year period can serve as a basis for liquidating the company in court.

4.2.5 Legal Framework for Other Financial Services

Non-bank credit organizations (NBCOs) are licensed and supervised by the CBA. The prevailing
legislation is the Law on Credit Organizations, signed into law in 2002. Provisions are fairly similar to
banking, taking into account the smaller size and lower risk profile of the non-bank credit organizations.
The legislation covers credit unions, leasing and factoring companies, and other credit organizations (e.g.,
commercial finance, mortgage finance). However, it explicitly does not apply to banks, insurance,
pension, securities, investment funds, “lombards” (pawn shops) and agricultural credit clubs. It has also
not included micro-finance institutions, although a new law regarding micro-finance may lead to
amendments/revisions to the Law on Credit Institutions. Key provisions in the legislation include:

= Licensing and registration standards.
= Accounting standards and reporting requirements.

= Regulation and supervision, which is the responsibility of a dedicated department at CBA, including
corrective actions when/as needed.

= Permissible financial activities, as well as restrictions on certain activities (e.g., mobilization of
household deposits).

= Prevention of criminal activities.

= Management requirements and qualifications, as well as those not permitted to serve as managers of
NBCOs.

= Limitations on capital participation, and qualifications of owners (based on negative list, such as
criminal record, etc.).

Leasing is a part of the NBCO framework, with CBA supervising leasing companies as well. The legal
framework consists of the Law on Credit Organizations, as well as provisions for leasing found in other
legislation and the tax code. Key provisions include:

= Ownership rights to leased equipment.

= General rights and responsibilities between contracting parties.

= Tax provisions assigned to lessors and lessees.

= Accounting standards that describe the deductibility of depreciation as a recognized expense.

Mortgage finance is also covered under the Law on Credit Organizations. There is additional reform work
underway, or recently introduced, to strengthen the legal framework for mortgage finance.91 This
includes:

= Draft law to amend the Law on State Title Registration to clarify and simplify title registration
procedures, and to reduce related charges (e.g., stamp duties). This includes maintaining registration
of title at regional State Registry offices.

%! See P. Badalyan, “Philosophy of Legislative Changes Targeted at Development of a Mortgage Loan Market in
Armenia”, Armenia Trends Q2 04, AEPLAC.
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= Draft law to amend the Civil Code, Civil Proceedings Code and Mandatory Implementation of Court
Decisions to simplify the legal framework for real estate lending, and to facilitate contract
enforcement (including foreclosure when disputes emerge between borrower and lender). This
includes involvement of notaries to allow for systematic processing and recording without having to
go through the court system.

= Draft law to amend the Personal Income Tax Law that would make interest expense on mortgage
loans tax deductible.

= Initiatives to promote standardization of mortgage finance contracts.

Outstanding issues and weaknesses in the legal framework include the continued use of the Soviet
Housing Code, which has permitted squatters’ rights, makes foreclosure and eviction problematic, and
undermines creditor rights, contract enforcement, and general willingness of banks to make secured loans
for housing. However, many of the changes envisaged in the amended Civil Code will change this on the
condition that explicit references are made in contracts (loan agreements) about borrower obligations,
methods of dispute resolution, and creditor rights.

This raises an important issue with regard to foreclosure. Article 249 in the Civil Code has recently been
amended to provide for a speedy foreclosure procedure allowing a secured creditor to foreclose on a
property without having to resort to a court if he has a notarized agreement to this effect. However, to
date, this article has had little effect, because the debtor has the right to require that the foreclosure sale
must be conducted through a regular court proceeding. Creditors should not be permitted the right to force
a public foreclosure auction, as that level of authority runs counter to the principle that the land and
mortgage registry have legal effect. Legal title should only be bought from the registered titleholder.
Rather, the judicial system should be strengthened so it can process foreclosure actions in an orderly and
predictable manner based on clearly understood contractual terms. (In many countries with strong
mortgage finance markets, these steps are mapped out with specific time lines. In other countries,
restructuring options are widely used to prevent the need for foreclosure.)

A second issue, highlighted by the first and its relation to default and foreclosure, relates to access to
information on registration of properties, title and claims on related mortgaged properties. As of late
2004, the State real estate cadastre was about two thirds completed (1.1 million immoveable properties
registered against an estimated 1.5 million). However, only automobiles are adequately registered (with
the Ministry of Internal Affairs) among moveable properties that could be pledged in secured
transactions. It will take time to finish the real estate (land and premises) cadastre, as well as to move
ahead with a moveable property registry. Once done, it is currently envisioned that such information will
be available electronically (digitally) to prospective creditors to avoid multiple claims/liens being placed
on the same pledged property. However, Armenia is several years away from making this registry
complete. This will add further time and transactions costs to mortgage loan processing. In this regard, the
immoveable property registry is more important for secured mortgage finance transactions. However, in
some cases, movables will also factor in to the extent that households borrow for renovations and repairs,
possibly collateralized by moveable items.

A third issue is the tax-deductibility of mortgage interest expense at a time when GoA needs to expand its
fiscal base, reduce exemptions, simplify procedures, and improve administration. Several countries have
successfully introduced this deductibility as a stimulus to home ownership, construction activity, job
creation, and eventual secondary market development. However, the policy is far from universally
adopted, and some argue that an equity-based system reduces overall costs and accelerates the point at
which free and clear ownership is achieved.

A fourth issue is the prospective role of a Government-supported Enterprise to lead the way to secondary
market development. In general, a preferred approach would be for market players to play an active role
in developing standards, and to use this as a basis for fine-tuning the legal and regulatory framework to be
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sure such approaches are consistent with broader mandates related to financial stability and
implementation of monetary policy. There does not appear to be a need for any public sector institution to
take a lead role in this endeavor, although CBA should be involved with market players in coming up
with standards needed for orderly market development.

Improvements in the legal framework could be made by giving legal effect to registration of title and
mortgages. The law should state that a person who purchases property from the registered owner(s) will
receive legal title to the property. The law should also provide that a good faith creditor does not have to
yield priority to mortgage holders who are not registered at the time of registration. Mortgages that are not
registered prior to registration should receive lower priority.

4.3 REGULATORY/SUPERVISORY SYSTEM

4.3.1 Overview

Since adoption of the Law on the Central Bank in 1996 (and subsequently amended on a few occasions,
most recently in 2002), CBA has been empowered with the design and implementation of monetary
policy. This has included responsibility for monitoring banks’ (non-)compliance with prudential norms,
and general supervisory responsibilities.

The process of strengthening regulatory and supervisory capacity has been ongoing for several years. The
revised Law on Banks and Banking (1996, and subsequently amended thereafter, most recently in 2002)
led to a strengthening of regulations and supervision, including tightened licensing and minimum capital
requirements. Since 2000-01, there has been demonstrable progress with loan classification, provisioning
practices, adherence to exposure limits, and closer monitoring of risks and risk weights. However,
because banks do not yet fully observe consolidated accounting, some of the risks and exposures in the
system may be more connected than recognized. This has been one of the reasons for the banks becoming
exceedingly risk-averse, resulting in low levels of lending. In addition, the application of loan
classification standards has been rules-based, and does not yet allow for risk-based judgment by bankers.
This is prudent, but eventually will give way to a more risk-based approach when CBA is satisfied risk
management systems are sufficiently in place at the banks.

Notwithstanding limited lending, an improved regulatory and supervisory framework has made it possible
to better assess the underlying condition of banks. This has included more regular and timely information
to assess liquidity management practices and capital adequacy, tighter asset classification standards, and
movement towards more accurate provisioning requirements.

Since 1994, a net 54 banks have closed down. Many of these were shut down in the 1990s due to initial
reforms and requirements after the hyperinflation period. As an example, Armenia went from 74 banks in
1994 to 30-35 banks from 1995 to 2001 (with 30 banks in 2001). However, many of the net 10 banks
merged or shut down since 2001 have been larger or more challenging to resolve. For this purpose, the
Law on Bankruptcy of Banks and Credit Institutions was passed in 2001 to provide a framework for
resolution. Since then, CBA has focused on administering problem banks, closing them down, and
preparing the system as a whole to follow norms that enhance prospects for long-term financial sector
stability and growth among remaining and newly licensed institutions. This has focused on getting banks
to be able to comply with:

= Minimum capital requirements of $5 million by mid-2005 following an increase to $2 million in July
2003.

=  Minimum CARs of 12 percent, and minimum core (Tier 1) CARs of 8 percent.
= Concentration and exposure limits for external and internal borrowers.

= Asset quality standards, such as bringing down the share of NPLs to manageable and controllable
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levels to minimize the need for corrective actions.
= Sound liquidity ratios, such as liquid assets as a share of deposits and assets.
= Market risk measures, namely containment of net open foreign exchange positions.

There are still weaknesses faced by CBA and the banks with regard to financial stability. Governance
practices are not always strong, partly due to weaknesses at the board level, as well as shortcomings in
terms of management capacity and support systems. Accounting and audit standards are not as strong as
needed, partly due to problems with regard to borrower/enterprise disclosure, let alone internal issues at
banks concerning the completeness of their own information. Autonomous internal audit functions are
new to Armenia. These and other issues present risks, even when there is management support and
enthusiastic effort to meet prudential and reporting requirements.

4.3.2 Banking Regulation and Supervision

CBA is the regulatory and supervisory authority in Armenia for banking. It has exclusive responsibility
for the licensing of new banks, ongoing regulation and supervision of operating banks, resolution of
problem banks, and removal of licenses for banks that are unable to comply with system requirements.
CBA also oversees non-bank credit organizations.

CBA has 71 staff focused on banking supervision, comprised of 49 focused on off-site surveillance and
on-site inspections, 18 focused on “methodology” (system evaluation and analysis), and four on legal
matters. As in most other markets, CBA faces challenges in hiring and retaining qualified staff due to the
superior compensation provided elsewhere, often banks or international donors. However, average tenure
for banking supervisors was 5.5 years as of late 2004, up from 3.5 years at 2001. This is positive, and
CBA is generally considered to be a good place to work. The budget for banking supervision
approximates DRAM 110-120 million per year, or about $240,000 at current exchange rates, which is
consistent with average commercial bank salaries on a per-employee basis. However, at senior levels,
CBA may need to increase compensation packages to retain senior staff in the future.

As elsewhere, effective supervision relies on adequate information sharing and coordination between the
off-site surveillance and on-site inspection functions. Each bank is visited at least once every two years
for a full-scope on-site inspection. CBA also conducts targeted inspections as needed. In 2003, CBA
conducted seven full-scope examinations and 10 targeted inspections, covering about one third of banking
assets in total. In 2004, about eight or nine full-scope examinations will take place. The data raise
questions of whether CBA has sufficient resources, and if additional resources may be needed to conduct
annual full-scope examinations for all banks. While smaller banks should not be complicated, even as
full-scope examinations, CBA may want to plan for a more frequent schedule as banks take on more risk
over time. This is particularly important due to the banks’ own weaknesses regarding internal systems and
corporate governance.

Off-site surveillance relies on monthly reporting based on electronic uniform bank performance reports
(UBPRs) and other reports (e.g., chart of accounts). CBA receives balance sheets, foreign exchange
exposure positions, interest rate information on loans and deposits, maturity structure information on
loans and deposits, and most other critical financial information on a monthly basis. Quarterly reports
come in on staffing and training issues, while other information that is less critical is reported annually. In
the future, CBA may want to consider having more frequent liquidity management reports, although there
is no risk at the moment as banks are very liquid.

While off-site reports are adequate for fundamental supervisory needs, they are not fully understood or
utilized by the banks as management tools. The UBPRs are considered adequate for the identification of
current risks that could trigger targeted inspections and corrective actions. CBA has also updated
accounting standards and the chart of accounts to enhance the quality of information flows. However, the
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banks themselves have had difficulties with some of these changes. As such, remedial measures are under
way in coordination with the Armenian Bankers’ Association to strengthen professional management
standards in the banking system.

The CBA has also instituted a CAMELS system in which banks are evaluated from various data (e.g.,
UBPRs) and other sources for capital adequacy, asset quality, management capacity, earnings, liquidity,
and market risk. This has led to a monthly scoring exercise that is slowly transforming CBA’s approach
to a more risk-oriented method of supervision. CAMELS scores can now be used by CBA to initiate
supervisory actions, including actions prior to insolvency, as well as declaring a bank bankrupt. Formerly,
only shareholders could declare a bank bankrupt.

Quarterly financial information of the banks is published in newspapers. This includes balance sheets,
income statements, and cash/funds flows. Banks are required to publish their key prudential ratios (e.g.,
capital adequacy, liquidity), and to disclose any violations. Banks are also required to disclose the names
of owners with more than 10 percent ownership stakes in the banks. All of this is intended to restore
public confidence, particularly in advance of the deposit guarantee scheme coming into effect in 2005.
However, mandatory disclosure does not include individual bank CAMELS ratings assigned by CBA, nor
have any Armenian banks been rated by an international rating agency. CBA plans to put the quarterly
financial information of banks on its web site in the near future. Meanwhile, the public is entitled to
request such information directly from the banks, including notes associated with the reports.

Given the low level of intermediation in the economy, it is unlikely that banks or CBA are fully prepared
for more complex risks that might eventually be assumed under more developed conditions. As noted, the
banks themselves are assuming very little risk. While earnings are low, the banks are largely compliant
with prudential norms, ROA and ROE measures are respectable, and there is very little uncertainty for
them in the near term. However, as macroeconomic fundamentals continue to improve and there is
compression in interest rates on government securities, there will be even lower earnings from what is a
very narrow earning asset base. As noted, HSBC and some other banks also generate earnings from safe
securities abroad. However, these rates are low.”> At some point, to boost earnings, banks will eventually
need to assume more risk. This, in turn, will require that CBA develop the capacity to oversee such
developments as banks seek out more risk. This will involve fundamental credit exposures (on- and off-
balance sheet), trading activities, and new products (e.g., credit cards) that assume a measure of risk.

There is also the issue of governance, management, systems, and the desire of some banks to become
more “complex” by engaging in non-bank activities. Over time, this should be permitted, on the condition
that both CBA and the banks have the capacity to manage the risks, including early detection of how risks
in one sector can affect risks in other financial services and the financial system as a whole. CBA is
mindful of this. However, any contemplation of movement to a unified supervisory framework should
first ensure that the procedures and systems are in place for risk detection. At the moment, due to the
absence of a legal framework and tradition, resources, staff capacity, and market practice, this is not yet in
place in the insurance or pension sector. Likewise, due to the near absence of activity involving securities
markets, supervisory capacity of the capital markets is largely untested. Rather, a more prudent approach
would be to focus on introducing consolidated accounting systems, having CBA pursue a consolidated
supervisory approach in its regulatory oversight of the banks, boosting coordination and cooperation with
other regulators (e.g., securities, insurance, pension) as they evolve and build capacity, institutionalizing

%2 According to the HSBC annual report for 2003, the average interest rate on placements with banks and other
financial institutions was 1.1 percent. As most of HSBC’s securities are in dollars and the Fed has raised rates on
several occasions in 2004, this has likely increased in 2004. Nonetheless, it is still a low figure, particularly when
compared with double-digit interest rates on DRAM investments, and loans to customers in dollars, DRAM and
other currencies.
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an increasingly risk-oriented approach to all financial services, and then moving to an institutional
convergence if this is a preference at that time.

In the past, supervisors themselves have faced challenges with regard to their mandate to enforce
prudential requirements. This has reportedly occurred when some bank managers and/or
owners/connected parties have had strong political ties. However, more recently, CBA supervisors have
had an adequate legal mandate for supervision. In theory, according to civil law in Armenia, the CBA
(and not individual supervisors) is liable for any potential issues apart from criminal behavior perpetrated
by CBA staff. On the other hand, at least one incident involving a bank administrator has led to prison
under questionable circumstances, and the prosecutor’s office is considered to be sufficiently strong as to
potentially compromise the CBA administrator’s authority needed for successful bank reorganization.93
Thus, measures may still need to be taken to strengthen the mandate and legal protection of supervisors
and administrators to permit adequate oversight and financial restructuring, although more recent reports
suggest that CBA’s mandate has been strengthened in recent years. In this regard, commercial training
specializing in banking supervision and resolution could be useful for prosecutors. Key regulatory and
supervisory provisions are summarized below:

% Despite all of this, the bank was actually liquidated in 2001.
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BOX 4.2: REGULATION AND SUPERVISION FRAMEWORK FOR BANKING IN ARMENIA

Supervisory
Authority and
Mandate:

The CBA is the licensing authority for banks, as well as the regulatory and
supervisory authority. The head of banking supervision and other directors are
appointed by the Chairman of the CBA and confirmed by parliament. Removal
follows the same process.

As of 3Q 2004, there were 49 professional bank supervisors focused on off-site
surveillance and on-site inspections/examinations. Banking supervision is supported
by several departments, including four staff in the Legal Department and 18 staff in
the Analytical and Statistical Department known as Bank Methodology.

The annual budget for CBA’s banking supervision department is DRAM 110-120
million.

Supervisors are legally liable for their actions if they engage in criminal activity. Thus,
they do not have full legal immunity. On the other hand, they cannot be prosecuted
for non-criminal activity. Only CBA remains liable for such infractions, not the
individual supervisor.

Licensing and
Bank Entry:

Minimum capital is $2 million-equivalent for existing banks, and $5 million-equivalent
for new banks. The $5 million minimum-equivalent will apply to all banks as of July 1,
2005. Required information includes draft by-laws, organizational structure, market
plans, financial information on shareholders, and background and experience of the
proposed bank’s managers as well as future directors. Financial projections for the
first three years of operations are not required, although CBA has it within its power
to request such information if deemed necessary.

All applications for a license must include information on sources of capital. Sources
of funds used as capital were not verified as of 2001, nor were law enforcement
authorities consulted. However, consistent with Armenia’s efforts to prevent money
laundering and other financial crimes, sources are now expected to be verified. This
will likely be done in consultation with the Financial Intelligence Unit to be set up in
the coming months.

Ownership:

Legislation from 1996 required that single owners and related parties obtain CBA
approval to own as much as 50 percent of a bank. As of 2004, CBA now operates on
a pre-approval basis, making it mandatory for owners to request approval from CBA
for threshold ownership positions of 10 percent, 15 percent, 25 percent, and 50
percent.

Non-financial firms have been permitted to own banks, including 100 percent
ownership (subject to CBA approval).94 On the other hand, there have been
limitations on ownership of banks by securities firms, insurance companies, and real
estate firms. In general, most of the banks are small and closely linked to family and
friends,*® although the larger banks are considered to have more transparent
ownership structures. According to CBA, ownership structures of the banks are now
transparent.

Disclosure:

Bank directors are legally liable for presenting erroneous and misleading information
to the public. When this occurs, penalties can be put in force, including job loss and
possible criminal prosecution. Supervisors can also require changes in a bank’s
organizational structure, a power that has been utilized. External auditors are

% For instance, prior to any EBRD investment if it materializes, SIL Insurance owns 90 percent of Armeconombank.
% In many countries, it is commonly reported that ownership records are falsified, with “fronts” and “shell
companies” obfuscating the real controlling interests. This has been alleged in some of Armenia’s smaller banks as
well, although many of these have been shut down over the years, as have “pocket banks” in many CIS and other
transition countries. CBA maintains they have a clear understanding of ownership in the banking sector.
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required to report alleged misconduct to the CBA. CBA can also request information
from external auditors if it suspects misconduct or criminal behavior at the bank.

Off-balance sheet items are disclosed to supervisors as well as to the public. The
framework for classification of off-balance sheet risks has been tightened, as has
loan classification standards and rules for on-balance sheet risks. Risk management
procedures are also required to be publicly disclosed. However, there are still
reported to be weaknesses with many banks’ internal systems, as well as
deficiencies in auditing capacity and, therefore, some of the information presented by
enterprises to banks. Likewise, general habits of non-disclosure weaken the quality,
timing, completeness, and veracity of information presented. Even with most banks
seeking to comply, there are weaknesses and flaws in information reported by real
sector clients.

There are no domestic credit rating agencies to assume rating responsibility for
smaller banks. One group, ACRA Credit Reporting, is seeking to establish a
comprehensive credit information bureau for banks (and other creditors) to use as a
source of information on existing and prospective borrowers. No Armenian banks
have received a rating from an international rating agency. The closest banks get to
receiving ratings are CAMELS ratings assigned by CBA. These CBA ratings take
into account bonds, commercial paper and other securities, as well as loans and
other assets held on the books of the banks.

Audit:

Annual external audits are compulsory for banks, and audits are required to be
consistent with IFRS and international standards of audit (ISA). Auditors are required
to be licensed, but as of 2001, requirements on the extent of the audit did not exist.
Since 2002, there has been assistance provided to the Association of Accountants
and Auditors of Armenia by the Institute of Chartered Accountants of Scotland to
boost domestic audit capacity. However, several initiatives are required for the audit
profession to comply with international standards.

The CBA receives annual external auditors’ reports on banks, and has had the
power to force changes in banks’ internal organizational structures when determined
necessary. However, as of 2001, there were severe weaknesses in terms of
information disclosure to CBA. CBA supervisors were not permitted to meet with
auditors to discuss banks’ annual reports without banks’ approval. Auditors were not
legally required to report misconduct, nor could legal action be taken against external
auditors for negligence. Since then and as of 2004, CBA’s mandate has been
strengthened, and external auditors are required to respond to inquiries from CBA.
Auditors are also required to report specific misconduct to CBA, particularly if such
behavior could induce bank insolvency.

Surveillance
and Oversight:

Infractions of prudential norms detected by a supervisor must be reported, in which
case mandatory corrective actions are triggered. These are based on CAMELS and
other information. CBA has a number of options for corrective action, and its
approach depends on the magnitude of the infraction.

Off-site surveillance is ongoing and continuous, with regular monthly CALE96 reports
generated from required information submitted by the banks to CBA. Major reporting
requirements include monthly balance sheets, foreign exchange exposure positions,
interest rate information on loans and deposits, maturity structure information on
loans and deposits, and related information on liquidity and asset quality.

Banks are inspected on site at least once every two years. Targeted inspections
occur as needed based on off-site findings. In addition, supervisors rely on the
annual bank audit reports prepared by the licensed external auditors to reconcile
their evaluation of banks, and to determine strategies for supervisory approaches.

% CALE = Capital, Asset Quality, Liquidity and Earnings.
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Administrative = The CBA is legally mandated to issue cease and desist orders for serious violations

and Corrective  of laws and regulations, and this can lead to the automatic imposition of civil and

Actions: penal sanctions on banks’ directors and managers. These include requiring that
banks’ management/boards constitute provisions to cover losses, and suspension of
decisions to distribute dividends, bonuses and management fees.

In 2001, CBA was not empowered to declare a bank insolvent. Rather, this was
reserved as a right for the shareholders, and prevented CBA from being able to
supersede bank shareholder rights by declaring the bank insolvent. However, since
then, and according to the Law on Bankruptcy of Banks, CBA has been empowered
to declare a bank bankrupt, and to initiate supervisory actions when insolvency is
determined. Further, CBA has been allowed to suspend some or all ownership rights
when a bank is insolvent and/or considered a problem bank.

CBA does not have a strict schedule of prompt corrective actions to be taken to
restore solvency. Rather, it has a basket of options it uses matched with the
magnitude of the challenge. These include replacing some/all management and
directors, intervening to introduce cost controls, reversing dividend payments and
other compensation, and implementing forbearance as needed with regard to
prudential norms.

Capital and Minimum regulatory capital is $5 million-equivalent for new banks and $2 million for
Capital existing banks. This will become a uniform $5 million for all banks by July 1, 2005.
Adequacy: Minimum capital-to-assets on a risk-weighted basis (capital adequacy) is 12 percent,

with risk weights consistent with Basle guidelines. Likewise, revaluation gains are
limited to 50 percent of core capital, which is also consistent with Basle guidelines
(and less of an issue today now that inflation is increasingly under control). Future
fluctuations in real estate asset values may need scrutiny to the extent banks
increase their real estate holdings, either directly or via affiliate companies.

Some financial information is subject to doubt and error due to the limited experience
banks have with IFRS. On the other hand, loan classification standards have
tightened and improved in recent years. Likewise, external audit standards have
been tightened to assess internal systems and controls, and to try to quantify credit
and market risk. CBA also conducts stress tests on a regular basis.

There are reported to be weaknesses in the credit and market risk calculations of
several banks. As of 2001, unrealized foreign exchange losses were deducted from
capital, but the market value of loan losses and unrealized securities losses were
not. In 2004, these practices have been brought more closely under control, although
valuation standards and mark-to-market accounting are not widely practiced.
However, with loan exposures relatively low, loan classification standards tightened,
and a major share of assets in short-term liquid securities held by HSBC and others,
there appears to be little systemic risk at the moment regarding credit or market risk.

Liquidity: Mandatory reserve requirements are in effect, at 6 percent of total deposits. These
requirements have been in effect since 2003. Reserves are remunerated at 3
percent annualized. In the future, it is expected that the remuneration level will equal
the inflation rate. Reserve requirements are met by DRAM cash only held by banks
in their correspondent accounts at CBA. There are no plans to use T-bills or related
securities as acceptable instruments to meet reserve requirements.

There are no guidelines from CBA on asset diversification for banks to manage

liquidity.
Deposit There is no explicit deposit guarantee protection yet, although a new system will be
Insurance: introduced on July 1, 2005. Banks have been paying into the planned fund since

2002 at 0.5 percent of individual customer accounts per year. Nonetheless, the
public has limited confidence in the banks, as indicated by relatively low levels of
deposits and high levels of money held outside the banks. This is partly due to
concerns about tax authorities violating account confidentiality and arbitrarily
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garnishing accounts to reduce tax arrears.

The planned deposit guarantee fund will have a limit of DRAM 2 million (about
$4,000) coverage per local currency account and DRAM 1 million (about $2,000) for
foreign currency deposits, with total coverage at DRAM 2 million per depositor.
Guarantee coverage has been funded from banks’ contributions into the fund at an
average annual rate of 0.5 percent of deposits attracted during a reporting quarter.
This contribution rate is expected to decline to 0.2 percent as of July 1, 2005.

The administrators of the guarantee fund will initially be in the CBA, and then
possibly be spun off in the future. CBA retains the exclusive right to intervene in a
bank’s affairs if there is a problem with contributions to the fund.

In the event of needed deposit payout, this is supposed to occur over a period of 14
days to three months.

Loan Quality Non-performing loans are defined as loans that are past due more than 90 days.
and This includes those that are non-accrual, and/or with interest and/or principal past
Provisioning due more than 90 days, and/or interest that is refinanced/capitalized/rolled over,
for Loan and/or overdrafts with interest payments past due more than 90 days and principal
Losses: that has no pre-defined repayment schedule.

There are three categories of classification for loans in arrears—sub-standard (up to
90 days in arrears), doubtful (90-180 days for loans in arrears), and loss assets
(more than 180 days in arrears). The classification categories also include
monitoring of secured loans when performing.

Minimum provisioning requirements are: satisfactory (0 percent), substandard (20
percent), doubtful (50 percent), and loss (100 percent). As of late 2001, non-
performance of one particular loan did not trigger a reclassification of other loans for
multiple-loan customers. This changed after 2001 as loan classification standards

tightened.
Income and The income statement includes accrued but unpaid principal and interest when loan
Expenses: is performing, but not when it is non-performing. Interest ceases to accrue after 90

days of arrears.
Loan loss provisions are expensed and tax-deductible.

Sources: www.cba.am; discussions with CBA; CBA-IMF survey (October 2001).

4.3.3 Insurance Market Regulation and Supervision

The Ministry of Finance and Economy regulates the insurance sector, although not very actively.
Inadequate resources are dedicated to the supervisory function, with its budget in 2003 reported to be
$12,000.

The Insurance Inspectorate (supervisory authority) of the Ministry of Finance and Economy is
understaffed. The regulatory staff also lacks sufficient training in insurance, financial analysis and
product innovations.

Compensation of the staff and management are well below that of other supervisory authorities. As an
example, CBA’s banking supervision department has a budget of about $24 million with 19 banks (and a
handful of smaller non-bank credit organizations). This approximates $1 million per licensed bank or
credit institution. By contrast, the Insurance Inspectorate budget is less than $700 per active insurance
firm. These factors contribute to the general public’s perception that the supervisory authority cannot
oversee the industry. Without a dramatic increase in budget for Insurance Department of MoFE, it cannot
be expected to provide effective supervisory oversight of the insurance sector.
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There is also little useful information or reporting, making it difficult to conduct off-site surveillance. As
such, accounting and audit standards need to be strengthened for adequate market information to be made
available. This will be essential as well for development of the actuarial profession, which remains
undeveloped.

4.3.4 Current Status of Regulation and Supervision of Existing and Future Pension
System

As there is no second or third pillar, there is no regulatory function established for pension oversight.
Current draft legislation envisions an active market involving banks, insurance companies and private
pension funds. However, there are currently gaps in the legislation with regard to how non-pension fund
activities would be regulated. Other issues relate to a lack of clarity with regard to (i) how formulas would
be set by the respective regulatory agencies in banking, insurance and pension market, (ii) the
measurement of solvency and capacity to assure that pension funds and those active in managing pension
funds were sufficiently solvent and liquid to meet all obligations, and (iii) governance and management of
pension funds, including potential changes in strategy that would be inconsistent with the original
understanding of pension fund contributors and served as a basis for those contributions in the first place.

4.3.5 Securities Market Regulation and Supervision

The Securities Market Regulation Law provides the basis for Securities Commission oversight of the
capital markets. Most fundamental provisions are in place, including scope for the Armex to operate as a
self-regulatory organization under guidelines provide for a safe and orderly market. However, the
legislation does not state that one of the securities supervisor’s objectives is to monitor the financial
soundness of broker-dealers and trust managers. It also does not provide for a sufficient legal basis for
close cooperation and exchange of information with other domestic and foreign supervisors. However,
with limited trading and transparency, there has been little test of supervisory effectiveness or protocols
due to inactivity.

4.3.6 Regulation and Supervision of Non-bank Credit Organizations

The CBA is responsible for supervision of licensed credit organizations. While direct supervision is not as
tight as it is with the banks, the non-bank credit organizations are still required to comply with legal and
regulatory requirements. Many of the prudential requirements are similar in form to those of the banks,
including observing capital requirements (albeit lower than banks), adhering to asset quality and loan
classification standards, managing liquidity, and submitting regular reports for off-site surveillance.

The exception to date has been the micro-finance sector, which has been treated more as NGOs engaged
in humanitarian relief and funded by donors or foundations. As such, they have not had to obtain licenses
from CBA to operate, nor have they been required to report to CBA. However, given that their activities
are financial in nature, there is now discussion under way to establish a more coherent legal framework
for these institutions. This would likely bring them under some kind of supervisory framework of the
CBA.

44 PAYMENT AND SETTLEMENT SYSTEM

The payment system in Armenia was outdated until fairly recently. However, since 1997, Armenia has
had a real time gross settlement system (RTGS) that allows for immediate exchange, and inter-bank
settlement to be confirmed within seconds for large value payments. It is based on a central accounting
system that conducts payment functions, with links to SWIFT for real time international payments. A
central interface module links the central accounting system with SWIFT, to which CBA and 17
commercial banks are linked. The threshold for large value payments in Armenia has been DRAM 5
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million, or about $10,000-equivalent (at current exchange rates in late 2004) that can be taken out of
Armenia by individuals on a monthly basis. (However, suspicious transactions have no minimum and
maximum legal limit.)

Electronic payments and transfers through the banking system have been increasing steadily since 2000.
That year, there were nearly 854,000 electronic transactions valued at $1.5 billion, or about $1,759 per
transfer. Annualized figures for 2004 would put these at more than 957,000 transactions valued at $3.5
billion, or about $3,649 per transfer. Thus, volume and value are both increasing, and these now account
for the vast majority of transactions in the banking system, outpacing paper-based credit transfers, checks
and other debit transfers.

Advancements in the payment system have only begun to have a material impact on the financial sector.
This is primarily through the ability of banks to issue debit and credit cards, as well as greater efficiency
of transactions and improved systems that help to monitor suspicious transactions. Nonetheless, the
payment system has not yet had a major impact on how most banks manage their liquidity.

For banks, earlier inefficiencies in the payment system were a contributing factor to banks holding a high
proportion of liquid assets on their balance sheets, thus serving as a disincentive to efficient liquidity
management. However, banks still retain very high levels of liquid assets in low yielding instruments,
raising questions about the efficiency of banks’ liquidity management. While there are many other
reasons for the high level of liquidity in the banking system, improvements in the payment system do not
seem to have made much of a contribution to the liquidity management and treasury functions of the
banks. This has also meant that potential improvements in servicing bank clients have not yet had as
much of an impact in the economy. For capital markets, it has also meant limited liquidity and turnover,
and low levels of capitalization. Again, there are many other reasons contributing to sluggish capital
markets development in Armenia. However, earlier inefficiencies in the payment and settlement system
were part of the problem. These have since been corrected, yet the virtual non-existence of the securities
markets means the potential benefits of enhanced infrastructure and RTGS have not yet had a major
impact on the economy. In the enterprise and household sector, most transactions are done on a cash
basis, bypassing the formal payment system.

The next step for CBA is to broaden participation in the system to promote increased use for small value
payments. This will ultimately help to reduce the per-unit cost of financial services as volume builds.
Over time, this will increase the service offerings and earnings of the banks. While some banks already
derive a significant portion of their revenues from payment/transfer services,97 greater use of the system
as a whole will benefit the banks in terms of volume. Additional benefits include facilitating automatic
payments to/from utilities and the tax authorities, as well as providing households with additional income
supplements as a result of remittances sent back from Russia and elsewhere.

The prospect of e-government can help to dematerialize transactions, reduce opportunities for corruption,
and thereby help to restore confidence and expand the fiscal base. Meanwhile, there has been progress in
some utilities (e.g., electricity) in terms of collections, some of which can be made even more efficient if
run through the payment system. Increased use of the payment system can be made via the banks for
enterprises, such as direct deposits for payroll, pension obligations, etc. This is already beginning to
happen, and has served as a basis for bank approval of credit cards with overdraft facilities.

97 Anelik and Unibank are reported to generate substantial fee income from such services. As an example, Anelik’s
2003 income statement indicates that fees and commission income, largely from transfers, was nearly three times
interest income, and net fee/commission income was four times net interest income.
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4.5 ACCOUNTING, TRANSPARENCY AND DISCLOSURE

4.5.1 Overview of Accounting and Audit Principles and the Impact on Banking

Accounting standards in Armenia are based on the Law on Accounting (2001), as well as provisions in
the Companies Law and a Law on Audit Activities. As elsewhere in the CIS (and transition countries in
general prior to conversion to IAS or IFRS), local accounting standards have traditionally been tax-
oriented. The new law attempted to bring Armenian Accounting Standards largely in line with IAS.
However, since then, IAS has evolved into IFRS. This translates into local accounting standards (RAAS)
diverging from IFRS in certain areas. Among other problems associated with these shortcomings, the
accounting and audit deficit relative to IFRS has been a contributing factor to Armenia’s relatively low
level of foreign direct investment. Key differences in the domestic accounting framework from
international standards®® are generally the result of RAAS not having been updated since adoption. These
are shown in the box below prepared by AAAA and the Institute of Chartered Accountants of Scotland.

BoOX 4.3: INCONSISTENCIES IN ARMENIAN AND INTERNATIONAL ACCOUNTING STANDARDS

Difference in RAAS Principle from International Standards
1 1 Revised version (December 2003) of IAS 1 Presentation of Financial statements
now prohibits extraordinary items. New IAS to be applied on January 1, 2005,
but no corresponding plans to adjust RAAS.

2 2 Revised version (December 2003) of IAS 2 Inventories does not allow “last in
first out” as a method of inventory valuation. New IAS to be applied on January
1, 2005, but no corresponding plans to adjust RAAS.

7 (not 7 IAS 7 Cash Flow Statements. RAAS principle does not allow indirect method.
revised) IAS allows direct and indirect methods.
8 8 Revised version (December 2003) of IAS 8 Net Profit for the Period states that

any changes in accounting policy should be applied retrospectively with any
adjustment being made against the opening profits of the company. Also, it sets
out what should happen if there is no IFRS to help determine a company’s
accounting policy. New IAS to be applied on January 1, 2005, but no
corresponding plans to adjust RAAS.

10 10 Revised version (December 2003) of IAS 10 Contingencies and Events
Occurring After the Balance Sheet Date requires that dividends declared after
the balance sheet date should not be recognized as a liability, but shown as a
note on the financial statements. New IAS to be applied on January 1, 2005, but
no corresponding plans to adjust RAAS.

11 (not - IAS 11 Construction contracts.

rev)

12 (not 12 IAS 12 Income Taxes.

rev.)

14 (not 14 IAS 14 Segment reporting.

rev.)

15 15 IAS 15 Information Reflecting the Effects of Changing Prices has been

withdrawn.

% The authors of this report wish to thank the Association of Accountants and Auditors of Armenia, the Institute of
Chartered Accountants of Scotland, and the Yerevan office of KPMG for their help in specifying these differences.
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Difference in RAAS Principle from International Standards

Revised version (December 2003) of IAS 16 Property, Plant and Equipment now
recommends that the residual value and useful economic life of an asset should
be reviewed at each financial year end (at least). New IAS to be applied on
January 1, 2005, but no corresponding plans to adjust RAAS.

Revised version (December 2003) of IAS 17 Leases normally classifies the land
element of a lease (of land and buildings) as an operating lease unless title
passes to the lessee at the end of the contract. New IAS to be applied on
January 1, 2005, but no corresponding plans to adjust RAAS.

IAS 18 Revenue Recognition is expected to be revised.

IAS 20 Accounting for Government Grants and Disclosure of Government
assistance is being considered for withdrawal.

Revised version (December 2003) of IAS 21 The Effects of Changes in Foreign
Exchange Rates adjust goodwill and fair value translated at closing rates and not
historic rates. New IAS to be applied on January 1, 2005, but no corresponding
plans to adjust RAAS

IFRS 3 Business Combinations supersedes IAS 22 Business Combinations.
However, RAAS appears to plan retention of IAS 22.

Revised version (December 2003) of IAS 24 Related Parties Disclosures
enhances the disclosure of the nature of related-party relationships as well as
information about transactions. New IAS to be applied on January 1, 2005, but
no corresponding plans to adjust RAAS.

Revised version (December 2003) of IAS 27 Consolidated and Separate
Financial Statements account for investments in subsidiaries, jointly-controlled
entities, and associates at cost or in accordance with IAS 39 in the holding
company’s financial statements. New IAS to be applied on January 1, 2005, but
no corresponding plans to adjust RAAS.

Revised version (December 2003) of IAS 28 Investments in Associates accounts
for all investments in associates using the equity method, irrespective of whether
the investor also has investments in subsidiaries or prepares group accounts.
New IAS to be applied on January 1, 2005, but no corresponding plans to adjust
RAAS.

IAS 30 Disclosures of Financial Statements of Banks and Similar Financial
Institutions is proposed to be revised.

Revised version (December 2003) of IAS 31 Interest in Joint Ventures requires
the disclosure of the method used to account for joint ventures, either
proportionate consolidation or the equity method. New IAS to be applied on
January 1, 2005, but no corresponding plans to adjust RAAS.

Revised version (March 2003) of IAS 32 Financial Instruments: Recognition and
Presentation.

Revised version (December 2003) of IAS 33 Earnings per Share gives additional
guidance and illustrative examples on selected complex matters. New IAS to be
applied on January 1, 2005, but no corresponding plans to adjust RAAS.

IAS 34 Interim Financial reporting.

IFRS 5 replaces IAS 35. However, RAAS appears to plan retention of IAS 35.
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Difference in RAAS Principle from International Standards

36 36 Revised version (December 2003) of IAS 36 Impairment of assets has changed
the way that value in use is calculated, and the way goodwill is allocated to cash
generating units. Additionally, it has changed the timing of impairment tests for
goodwill, and the rules relating to reversals of impairment losses for goodwill.
New IAS to be applied on January 1, 2005, but no corresponding plans to adjust

RAAS.

37 37 IAS 37 Provisions, Contingent Liabilities and Contingent Assets amendments
are being considered.

38 38 Revised version (December 2003) of IAS 38 Intangible Assets has clarified the

definition of an intangible asset and the criteria for initial recognition. The
assumption that intangible assets have a finite life has been removed, and the
treatment of intangible assets with indefinite useful life is set out. New IAS to be
applied on January 1, 2005, but no corresponding plans to adjust RAAS.

39 39 Revised version (March 2003) of IAS 39 Financial Instruments: Recognition and
Measurement allows the use of fair value hedge accounting for a portfolio hedge
of interest rate risk — “macro hedging”. Recent IAS changes regarding collateral
accounting have not been reflected in RAAS. New IAS to be applied on January
1, 2005, but no corresponding plans to adjust RAAS.

40 40 Revised version (December 2003) of IAS 40 Investment Property now allows a
property held under an operating lease to be accounted for as an investment
property subject to certain conditions. New IAS to be applied on January 1,
2005, but no corresponding plans to adjust RAAS.

41 Not IAS 41 Agriculture.

adopte
d

IFRS

1 (June - First Time Adoption of IFRS explains how the entity should make the transition

2003) to IFRS from another basis of accounting.

2 Share-Based Payment deals with the situation where a company receives or
acquires goods or services as consideration for its equity capital, and applies to
all entities.

3 Business Combinations:

The purchase method must be used and uniting of interests is prohibited.

All assets, liabilities and acquired contingent liabilities are measured at 100
percent of their fair values.

Goodwill is not amortized, but tested for impairment annually.
Negative goodwill is recognized in the Income Statement immediately.
Restructuring costs are only recognized to the extent that a liability exists at the
date of acquisition.

4 Insurance Contracts: This is the first guidance on insurance contracts.

5 Non-Current Assets Held For Sale And Discontinued Operations defines a
discontinued operation. When non-current assets are “held for sale”, they are not
depreciated, but treated as impaired, where the carrying amount exceeds the fair
value less selling costs.

Sources: AAAA; Institute of Chartered Accountants of Scotland; KPMG

In many ways, incentives do not exist for businesses to follow IAS/IFRS. Armenian enterprises generally
do not borrow from abroad, nor do they float bonds in domestic or international markets. Meanwhile,
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banks themselves do not necessarily require audited statements consistent with international standards of
auditing (ISA) for prospective borrowers, knowing that this is difficult for smaller companies. Credit risk
evaluation by the banks is largely based on cash flow projections and collateral coverage as well as
assessed character of the borrower and permanence of employment. The financial statements presented
are often discounted by the banks due to their awareness that reports generally understate revenues to
reduce tax payments and/or incorrectly value pledged assets.

External audits of banks by licensed firms are mandatory. Only the two major auditing firms in Armenia
appear to have sufficient familiarity with these standards. As such, they audit all the banks, as well as the
CBA. Legislation requires that banks present their financial statements according to IAS/IFRS, and that
audits be compliant with international standards. Notwithstanding capacity constraints of auditing firms,
financial information presented by most of the banks is considered acceptable relative to current patterns
of investment. These audits are also measured by CBA against the information they receive for
verification and possible identification of risks. The challenge will be when banks assume greater risk and
financial institutions become more complex.

Much of the problem in accounting and audit relates to the lack of professional/institutional capacity.
Recommendations to strengthen internal audit functions at banks and enterprises (and government),
ensure the independence of auditors, enforce a code of conduct that is consistent with international
standards, and observe more open standards of disclosure and transparency will contribute to more and
better information for market purposes. However, this will also require time and money. Meanwhile, the
costs of an annual audit based on IAS/ISA are expensive for most firms in Armenia, including most of the
banks. Nonetheless, as the economy moves forward, these will be necessary costs if banks want to remain
licensed and compliant with prudential norms, and if enterprises (including financial institutions) want to
have access to debt and equity financing in domestic and international markets.

Accounting capacity and information disclosure has traditionally been weak in Armenia, although
progress has been made in the last few years. The CBA chart of accounts is considered broadly in line
with IAS/IFRS and is periodically updated to be consistent with these standards, although it does not yet
include an approach to consolidated accounting and may need to add some line items as specific credit
exposures increase (e.g., housing loans, commercial property exposures). However, the chart of accounts
has improved the quality of information provided by banks to CBA for regulatory purposes. This has also
helped the banks structure their own internal information and data base systems, providing banks with
more guidance in terms of what is required of their own internal audit systems, controls and MIS.
Continuous strengthening of the autonomous internal audit function and more regular reporting to
management and boards will also help to mitigate risks assumed by the banks that could seriously impair
their financial condition.

As elsewhere in transition (and other) economies, banks have benefited from the periodic migration of
some CBA supervisors to the commercial banking system. Banks apparently pay their staff more than
CBA at senior levels, although more junior levels at CBA may enjoy better overall compensation and
stability. In the end, while it taxes the CBA budget and requires additional hiring and outreach efforts, the
out-migration of CBA personnel may be beneficial to the system as a whole as it helps banks to
understand regulations and to comply. An example of this is found in what is reported to be banks’ better
loan classification and provisioning practices. CBA today feels that banks’ asset quality figures are more
accurate than they were a few years ago, providing it with greater confidence in the quality of banks’ loan
portfolios and underlying capital positions. This will help with financial reporting, including what is
required from borrowers to banks as part of the underwriting exercise. Eventually, this will translate into
the adoption of better accounting standards at the enterprise level.

There are no provisions that restrict the number of years in which an audit firm can carry out the external
audit of a bank. Annual reports are reviewed by the CBA. These reports are made public, although banks
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have not been required to make earlier annual reports available to the public. Banks also publish quarterly
results in local newspapers, and soon, CBA plans to post these results on its web site.

4.5.2 Professional Capacity and Mandate

IAS/IFRS is relatively new in Armenia, and practiced (to the extent it is practiced) by the banking sector
and few other business concerns in the economy. By extension, the domestic accounting/audit profession
is underdeveloped, notwithstanding progress with professional development in the last few years.

There are reported to be about 20 Armenians trained and certified in standards consistent with
IAS/IFRS/ISA.” They currently work for the two multinational accounting firms located in Armenia. An
additional 750-800 or so members of the Association of Accountants and Auditors of Armenia (AAAA)
are trained with varying degrees of expertise.

Current efforts supported by the Institute of Chartered Accountants of Scotland are focused on continuing
education, and eventually obtaining the right (from Ministry of Finance and Economy) to assume greater
responsibility for ongoing certification and training, as well as monitoring of performance by members in
compliance with recommended professional standards. Anticipated membership in the International
Federation of Accountants (IFAC) may help pave the way for what is internationally recognized as best
practice, namely performance-based continuing education (with exams) and professional oversight of
members through associations like AAAA, rather than regulatory control more directly exercised by the
central government.

4.6 RATING AGENCIES/CREDIT REGISTRY

There are no domestic rating agencies in Armenia. Nor have the major international rating agencies been
active in Armenia. Even sovereign debt ratings are unavailable for Armenia, let alone ratings for
individual banks or companies. (The closest example to ratings for banks is the CAMELS ratings
assigned by CBA for supervisory purposes.)

The CBA maintains a basic credit information registry, which was introduced in January 2003. The
system contains information on the credit worthiness of existing customers of banks and credit
institutions, namely on all loans exceeding DRAM 1.5 million (about $3,000) as well as all loans
(including below this threshold) that are overdue. The registry provides these institutions with
information on, and loans extended to, borrowers. This includes loan histories for each borrower.
However, it does not include payment information on borrowings from trade suppliers or other liabilities
incurred outside the banking (and credit) system overseen by the CBA. As such, the information provided
is focused on supervisory requirements, and limited in terms of the creditor’s capacity to fully evaluate
the prospective borrower’s credit worthiness. Records also do not include unconsolidated companies (e.g.,
affiliates). Thus, one company with an adequate history may actually request a loan for a second company
which is fundamentally lacking in credit worthiness. As such, while the credit registry is a start towards
an organized credit risk information and evaluation system, it is fragmented and incomplete.

Recognizing these shortcomings, a new credit information bureau is being established with the support of
the CBA, World Bank and private investors. The ACRA Credit Bureau began in early 2004, and has
focused in its first year in obtaining information from the banks, other financial institutions (e.g., micro-
finance institutions, insurance companies), utility companies, and government offices. This information

% The 20 or so licensed accountants familiar with international standards have been certified via the UK-oriented
framework (ACCA, or Association of Chartered Certified Accountants) rather than the actual application of this
framework to Armenia (including domestic tax provisions). Nonetheless, ACCA provides a sound framework that
can then be customized for Armenian conditions.
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would be part of a comprehensive and centralized data base for banks (and other creditors) to access as
part of their credit risk evaluation. However, ACRA has had difficulties constructing the data base,
largely because most banks do not appear to be willing to provide their information to ACRA for free,
and then have to pay for services.

As for prospective investment into the banks, the CBA does present monetary and macroeconomic
information, including some banking data on its web site. CBA also has a bulletin that is published and
presented on its web site, as well as legal/regulatory information, statistics, the annual report, and various
thought pieces/publications. These data sources provide basic information, but are not enough to do any
serious evaluation of banks on a comparative or peer basis for investment or market analysis purposes.

4.7 FINANCIAL MEDIA AND THINK TANKS

There are several newspapers in Armenia, including some English-language newspapers for the business
community (domestic and expatriate). However, these papers include very little information on financial
markets, and tend to focus more on international and regional issues of interest to Armenians. The
exception is the reporting of quarterly results by the banks in local journals, and some information on the
Treasury bill market or exchange rate issues.

The CBA and most/several banks have web sites where additional information is made available.
However, as noted above, the CBA web site does not include individual bank information. On the other
hand, the CBA will be posting individual bank results on a quarterly basis, as is currently required of the
banks in local journals.

Other parts of financial infrastructure are developing, but remain insufficient for a diversified and
advanced financial services industry to prosper. As the securities markets are moribund and institutional
investors are not active, there is no active market in bank shares. This means there is no serious market
scrutiny of the banking system from an investor standpoint. This is even less the case in the insurance
sector, where there are no major foreign investors. By and large, there is little market information on the
banks, and even less on the non-banks. The exception to this is the presence of some think tanks in
Armenia that regularly produce insightful discussion papers on the financial sector and other issues.

4.8 PROFESSIONAL ASSOCIATIONS

The Armenian Bankers’ Association (ABA) is organized to represent the banks in Armenia. The
association has been involved with CBA in providing comments from the banking community on draft
legislation and regulation. There has also been some organized training. In some countries, bankers’
associations have jointly financed (as equity investors) products that have helped to enlarge the role of
banking in the economy. In other cases, they have played a role in coordinating banks’ involvement in
clearing houses. In Armenia, this has not been the case. Most of the ABA’s involvement in banking
reform has been as an industry voice on proposed legal and regulatory measures.

The Association of Accountants and Auditors of Armenia has been set up to develop the domestic
accounting and audit profession. However, as elsewhere in the CIS, its role has been relatively modest in
efforts to move the system increasingly to IAS/IFRS and ISA. As reported above, there is limited capacity
in the domestic accounting and audit profession. Capacity has been developed with donor support and on-
site assistance from the Institute of Chartered Accountants of Scotland. However, perhaps most
importantly, AAAA lacks a mandate to play the lead role in professional formation, development,
monitoring and compliance. Instead, this is with the Ministry of Finance and Economy. Armenia could
easily remedy this situation by amending the Law on Accounting to be consistent with the EU 8th
Directive on Accounting, closing the gaps in RAAS with IAS/IFRS, and permitting the AAAA to handle
ongoing professional development responsibilities while reporting to the Ministry of Finance on
performance and results.
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There is an Insurer’s Association of Armenia, which serves as the insurance industry group. It has an
open and continuing dialogue with the Insurance Inspectorate of MoFE. This has included input into
issues that may surface with the introduction of mandatory third party motor liability insurance and other
forms of insurance. However, in general, it is considered to be ineffective in changing the lack of
understanding by the general public of insurance products.

There are also two associations relevant for mortgage finance. These include the National Association of
Realtors and Appraisers, and the Appraisal Development Center.

4.9 ACADEMIC INSTITUTIONS AND HUMAN CAPITAL FORMATION

There are several universities and institutes that provide degrees or training in banking, finance, and
related areas. They are potentially a resource for institutional development, capacity building, consulting,
etc. However, formal business management and executive training courses are relatively new to Armenia,
and the market generally believes they are limited in capacity and impact. As noted above, Armenia
benefits from the presence of several think tanks that conduct research, sponsor seminars, and regularly
publish occasional papers on topics of importance to financial sector and economic development.

410 MISCELLANEOUS

The postal network is limited in terms of infrastructure capacity. There are no plans being considered to
provide financial services through the postal system apart from existing pension disbursements and
general money orders and transfers. However, this might become more of an issue if Armsavings Bank
decides to close down many of its branches in towns where there is little business. The offset may be that
other banks would locate in some of these secondary cities, or at least put ATMs in these cities and towns
as a substitute for the higher fixed costs of an expanded branch network. In any event, should Armenia
give consideration to this option, it would require increases in electronic capacity, and a clear work plan
to sort out ownership, agency relationships, security requirements, and suitability of products/services
rendered. As of 2004, the postal system’s onl